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Special tax treatment 


OF PARTICULAR INDUSTRIES 





Supreme Court strip mining decisions 


alter tests for depletable interests 


by JOSEPH T. SNEED 


In finding that two particular strip miners (Parsons and Huss) did not qualify for 


percentage depletion, the Supreme Court cast new light on the nature of interests 


that it will accept as depletable. Professor Sneed shows how the tests laid down 


in the Parsons and Huss cases place great weight on ownership and investment, 


the touchstones in the depletion cases in the thirties, somewhat obscured in later 


years by the emphasis on economic interest. These new landmark cases, while they 


do enumerate the facts the court will consider in determining depletability, leave 


unanswered many questions as to the precise nature of qualified interests. Professor 


Sneed’s analysis of typical provisions in strip mining agreements dealing with dura- 


tion, termination, prices, and price revision, will be a particular help to tax men 


advising strip miners on how to do business so as to assure their right to depletion. 


— YEARS AGO the Supreme 
Court, in Palmer,) in determining 
that a discoverer of oil who assigned his 
lease for cash and retained an _ over- 
riding royalty was entitled to depletion 
on the value of the tract at discovery, 
uttered some words which, by reason of 
their subsequent frequent repetition 
and implicit mysterious vagueness, have 
become in the law of mineral taxation 
a hallowed rubric. Almost all discussions 
of the vexing problem of determining 
those entitled to the depletion allow- 
ance commence with these words. This 
review of the recent decisions of Par- 
sons? and Huss* by the same court, in- 
volving the depletability of sums paid to 
strip miners by the owners of coal de- 
posits, will be no different. The sacer- 
dotal writ goes: ‘““The language of the 
Statute is broad enough to provide, at 
least, for every case in which the tax- 
payer has acquired, by investment, any 
interest in the oil in place, and secures, 
by any form of legal relationship, in- 
come derived from the extraction of the 
oil, to which he must look for a return 
of his capital.” 

Thus, to paraphrase, a taxpayer is en- 
titled to the depletion allowance when 
(1) he has acquired by investment an in- 


terest in the mineral in place, and (2) 
received income from the severance and 
sale of mineral to which he must look 
for the return of his capital. Such a tax- 
payer possesses an economic interest in 
respect to the extraction of mineral; all 
others whose income may in some way 
be affected by such activity possess only 
an economic advantage. 

The years following the decision in 
Palmer have been witness to repeated 
attempts by the Supreme Court to apply 
and further clarify this definition of an 
economic interest. Of considerable im- 
portance to understanding the court’s 
most recent effort in Parsons and Huss 
are four decisions handed down in the 
late thirties—Perkins,A Bankline Oil 
Co. O’Donnell,6 and Elbe Oil Land 
Development Co.7 These decisions, 
provide, as will become apparent, the 
ownership theme the Court employed 
in denying depletion to the strip miners 
of coal in Parsons and Huss. 

In Perkins the problem was whether 
the assignee of an oil and gas lease 
should exclude from his depletable in- 
come amounts payable to the assignor 
who had retained an interest, which, un- 
like the usual royalty, was to terminate 
when it had produced oil equal in 


value to a sum fixed in the assignment, 


After first determining that the assignor 
“intended to withhold from the opera. 
tion of the grant one-fourth of the oil 
to be produced and saved up to an 
amount sufficient when sold to yield 
$395,000,"8 and that under Palmer in- 
come received by the assignor from this 
interest was depletable, the Court held 
that the assignee should exclude from 
his income proceeds realized by the 
assignor from his retained interest. In 
short, the assignor possessed an eco- 
nomic interest. The heart of the deci- 
sion was that a quantity of the oil in 
place was not transferred to the assignee. 
Thus, the court placed emphasis upor 
those features of the assignment which 
indicated continued ownership of the 
oil in place by the assignor following 
the assignments, such as the absence 
of any security given by the assignee, 
the assignor’s participation in the execu- 
tion of division orders and certain 
language of the assignment. 

The next year the ownership theme 
of Perkins emerged even more clearly 
in Bankline Oil Co., O’Donnell and 
Elbe Oil Land Development Co. In 
Bankline Oil Co. the issue was whether 
the operator of a casinghead gasoline 
plant who had entered into certain con- 
tracts with oil producers for the treat- 
ment of the wet gas resulting from their 
production possessed a depletable in- 
terest. Generally speaking, these con- 
tracts provided that the plant operator 
should install and maintain the neces- 
sary pipeline and connections between 
the mouth of the well and the plant and 
that the oil producers would deliver 
through these lines the 
produced at the well. The plant opera- 
tor was to pay the producer one third 


natural gas 


of the gross proceeds derived from the 
sale of the gasoline extracted from the 
gas or, at the producer's option, to de- 
liver in kind one third of the saleable 
gasoline. The court, speaking through 
Mr. Chief Justice Hughes, denied the 
claim of the plant operator. Its approach 
deserves recounting. First, the purpose of 
the deduction 
pensate the owner of mineral deposits 


for depletion—to com- 


for the part used up in production—was 
firmly stated. This was the major premise 
of a syllogism and, of course, dictated 
the structure of the balance of the 
opinion. Next followed the statement 
of the minor premise—that the plant 
operator was not an owner of a mineral 
deposit—and the reasons therefor. These 
included the observation that the plant 
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operator was a “processor,” that he did 
not engage in “production,” that the 
contracts referred to the oil producer 
as the owner of the gas produced, that 
the pipe lines constructed by the plant 
operator facilitated delivery of gas but 
created no interest in the gas in place, 
that the plant operator did not produce 
the gas and could not compel its pro- 
duction, and that he had “no enforce- 
able rights under its contracts prior to 
the time the wet gas was actually placed 
”® The conclusion, “Re- 
spondent . . . is not entitled to the 
statutory allowance,”!° followed. 
O'Donnell, decided the same day as 
Bankline Oil Co., was fashioned in the 
same manner. The taxpayer sold stock 
of San Gabriel Petroleum Company to 
Petroleum Midway Co., Ltd., who 
in exchange agreed to pay one third of 
the net profits from the development 
and operation of oi! and gas properties 
then owned by San Gabriel and which 
Midway agreed to acquire. The issue 


in its pipe line. 


was the depletability of the sums repre- 
senting one third of the net profits of 
these properties. Midway, said the court, 
became the owner of the properties; the 
contract was a personal covenant and 
created no interest in the properties 
themselves; there was no declaration of 
a trust by Midway; and only an eco- 
nomic advantage was bargained for and 
obtained. Elbe Oil Land Development 
Co., involved a somewhat more complex 
problem, viz. whether the taxpayer was 
entitled to depletion upon certain sub- 
stantial received pur- 
suant to a transfer of mineral properties 


cash payments 
or whether the taxpayer should be re- 
quired to treat these payments as the 
proceeds of the sale of the properties. 
Nonetheless, the court found support 
for denial of depletion by pointing out 
that, although the taxpayer under cer- 
tain contingencies was entitled to re- 
ceive one third of the net profits result- 
ing from the operation of the trans- 
ferred properties, such a covenant was 
personal to the transferee and in no 
way was inconsistent with a_ specific 


287 U.S. 551 (1933). 
*27 U.S. Law Week 4249. 


® Thid. 
*301 U.S. 655 (1939). 
303 U.S. 362 (1938). 
303 U.S. 370 (1938). 
303 U.S. 372 (1938). 
*301 U.S. at 659. 
* 303 U.S. at 368. 

\° Thid, 

"310 U.S. 404 (1940). 
#310 U.S. at 413, 

8 326 U.S. 599 (1946). 
4 328 U.S. 25 (1946). 
8 326 U.S. at 604. 

x . at 36. 


328 U.S. 
350 U.S. 308 (1956). 

* 350 U.S. at 317. 

27 U.S. Law Week 4251. 


provision of agreement between the tax- 
payer and his transferee which vested 
full ownership, possession and control 
of the properties in the transferee. 


Ownership test supplanted 


Most of us thought, I am sure, that 
the emphasis upon ownership of an in- 
terest in the minerals in place which 
these decisions reflect was not entirely 
in keeping with the spirit of the subse- 
quent expressions of the court in this 
area. Anderson,'! for example, saw the 
court pass an opportunity to add weight 
to Mr. Chief Justice Hughes’ approach, 
although the language of the convey- 
ances in that case (stating that the trans- 
feror desired to sell all its rights, title 
and interest in the properties involved) 
provided a ready base for such an effort. 
Instead the court turned its decision 
upon the fact that the transferor’s re- 
turn was not “to be derived solely from 
the production of oil and gas.”’12 This, 
the court felt, prevented characteriza- 
tion of the transferor’s 
economic interest. 


interest as an 


And, after some years of almost boot- 
less effort on the part of the Treasury 
and the lower tribunals to apply these 
decisions to various net profits arrange- 
ments in the oil and gas industry, the 
court in Kirby Petroleum Co.’ and 
Burton-Sutton Oil Co.14 again chose not 
to employ the ownership refrain of 
Bankline Oil Co., O’Donnell and Elbe 
Oil Land Development Co. In Kirby 
Co., the de- 
pletability of sums received under a net 


Petroleum issue was the 
profits interest by a lessor who, in addi- 
tion to a right to share in the net 
profits, retained a royalty and received 
a cash bonus. In holding the sums de- 
pletable, the court rephrased the writ of 
Palmer to read: “Economic interest does 
not mean title to the oil in place but 
the possibility of profit from that eco- 
nomic interest dependent solely upon 
the extraction and sale of the oil.”15 
In Burton-Sutton Oil Co., the issue was 
the deductibility of payments made by 
the operator-transferee to his transferor 
who had retained a net profits interest. 
The new formulation was used to justify 
the economic interest characterization of 
the interest and inspired 
the observation that the holding of Elbe 
Oil Land Development Co. should not 


be extended beyond its facts.16 


transferor’s 


Certainly there was little in Southwest 
Exploration Co.17 to suggest that this 
observation was unreliable. In holding 
that the upland owners of drill sites, 
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from which a producer of oil from sub- 
merged oil deposits operated, possessed 
an economic interest entitling them to 
depletion of a portion of the net profits 
of the producer’s operations paid to 
them by the producer, the court marked 
again the line between a legal and eco- 
nomic interest in the minerals in place 
and placed stress upon the essential na- 
ture of the upland owner’s contribution 
to the extraction of mineral and the 
diminution of the value of the drill sites 
caused by the production of the oil. 
The court’s language was guarded, how- 
ever. “We decide only that where, in 
the circumstances of this case, a party 
essential to the drilling for an extrac- 
tion of oil has made an indispensable 
contribution of the use of real property 
adjacent to the oil deposits in return for 
a share in the net profits from the pro- 
duction of oil, that party has an eco- 
nomic interest which entitles him to de- 
pletion on the income thus received.’"18 
Nevertheless, there is nothing in the 
case to suggest the relentless logic dis- 
played by Mr. Chief Justice Hughes in 
Bankline Oil Co. It is hard to believe 
that he would not have regarded the up- 
land owners in Southwest Exploration 
Co. as possessing only an economic ad- 
vantage. Indeed, from his point of view, 
there could hardly be a better illustra- 
tion of an economic advantage as con- 
trasted with an economic interest. 


Return to ownership test 

Thus, it was with some surprise that 
I read the court’s recent pronounce- 
ments in Parsons and Huss. Despite this 
the Hughes syllogism 
emerged as the backbone of the opinion. 
The purpose of depletion “is to permit 
the owner of a capital interest in min- 
eral in place to make a tax-free recovery 
of that depleting capital asset.”1® The 
strip miners, Parsons and Huss, did not 


long eclipse 


own such an interest. Therefore, their 
income is not subject to depletion. At 
best they possessed only an economic ad- 
vantage. Little 
distinguishing the position of the up- 


effort was devoted to 


land owner in Southwest Exploration 
Co. or the transferors in Kirby Petro- 
Co. and Burton-Sutton Oil Co. 
from that of Parsons and Huss although 
bits of the opinions in these cases, con- 
sisting of extremely general language, 
were sprinkled about. Nowhere did the 
court grapple with the task of demon- 
strating that strip miners did not possess 
a “possibility of profit . . . dependent 
solely upon extraction and sale” of the 


leum 














4. The Journal of Taxation .« 


[Mr. Sneed is Professor of Law at Cor- 
nell Law School. This article is in part 
based upon a talk given by Professor 
Sneed at the 10th Annual Institute on 
the Law of Oil and Gas Taxation pre- 
sented by the Southwestern Legal Foun- 
dation at Dallas, Texas, February 13, 
1959. An additional contributing source 
is his paper “The Economic Interest— 
An Expanding Concept,” published in 
35 Texas Law Review 307.) 





mineral product which they mined. 

All this means that we have some new 
lessons to learn in the course of instruc- 
tion regarding the nature of an eco- 
commenced by _ the 
Supreme Court over a quarter of a cen- 
tury ago. The first is that the acquisi- 


nomic interest 


investment of an interest in 
the minerals in place is more difficult 
than was thought to be the case during 
the past few years. And this is a good 


tion by 


thing in my opinion. Insistence upon a 
closer and more precise relationship to 
the process of extraction and sale of 
mineral should induce the court to com- 
mence formulation of those factors 
which it considers as indicative of such 
an interest. If so, progress will be made, 
for in the past the principal difficulty 
has been the apparent reluctance of 
the court to discuss such apparently 
relevant specifics as the duration of the 
interest, the degree of control of the 
extraction process, and the identity of 
the primary beneficiary of the income 
from extraction and sale. 


What is ownership of coal in piace? 


That this may well be the course of 
the future is plainly suggested by the 
court’s development in Parsons and 
Huss of the minor premise of the 
Hughes syllogism, viz. that the strip 
miners did not own an interest in the 
minerals in place. Mr. Justice Whittaker, 
speaking for the court, did not conceal 
the stark outline of the syllogism by 
means of multifarious expressions of 
the minor premise. No, he did some- 
thing much more useful; he catalogued 
the facts indicative of no ownership of 
a capital investment in the coal in 
place. This list, together with its setting 
in the opinion, should be examined 
with some care because it teaches us the 
second, and more important, lesson 
on economic interests which these deci- 
sions have to offer. 

To begin with the court summarized 
the contracts under which Parsons and 
Huss strip mined the coal of “Rockhill” 
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and “Reading” as being “completely 
terminable without cause on short 
notice’20 and under which the strip 
miners “simply agreed to provide the 
equipment and do the work required to 
strip mine coal from designated lands of 
the landowners and to deliver the coal 
to the later at stated points, and in full 
consideration for performance of that 
undertaking the landowners were to pay 
to petitioners a fixed sum per ton.”?1 
And then the court did a somewhat 
peculiar thing which, I would suggest, 
can only be understood by regarding it 
as an implementation of the approach 
of Mr. Chief Justice Hughes. It dis- 
tinguished between a factual capital in- 
vestment in the coal in place and a 
fictional one, observing that Parsons and 
Huss rested their claim upon the suffi- 
ciency of their fictional investment in 
the coal in place which consisted of the 
acquisition of a contract right to mine 
the coal and “the use of their equip- 
ment, organizations, and skills in doing 
so.22 Then followed a rejection of the 
propriety of indulging in the fiction be- 
cause of its opposition to the facts and, 
finally, the listing of such facts. 


Facts showing ownership 


The first fact pointed to was that the 
investments of Parsons and Huss were 
entirely in equipment and not in coal 
in place. Obviously, the court is re- 
ferring to the fact that they purchased 
and owned, in the legal as well as ordin- 
ary sense of the word, equipment and 
not coal. Next the court pointed to the 
fact that these investments in equip- 
ment were recoverable through depre- 
ciation and, thus, depletion is not neces- 
sary. This assertion should not be under- 
stood to mean that percentage depletion 
depends upon the existence of a deplet- 
able basis in minerals for, obviously, 
such is not required by the terms of 
the Code. Rather it suggests the weak- 
ness of a claim for the allowance where 
no amount was ever capitalized as the 
cost of the deposit being worked which 
is but another way of emphasizing the 
importance of legal or equitable owner- 
ship of the minerals in place. Ownership 
of this sort is also probably referred to 
when the court included in its list the 
fact that the landowners “did not actu- 
ally surrender to petitioners any capital 
interest in the coal in place” and the 
fact “that the coal at all times, even 
after it was mined, belonged entirely to 
the landowners.”23 However, as Palmer 
established, the presence of an interest 





in the minerals in place does not turn 
on the holding of legal title to the 
minerals, or, as Southwest Exploration 
Co. made clear, the presence of any 
rights, recognizab!e in law or equity, be 
rem in respect to the mineral. Owner- 
ship, then, even when employed by 
courts developing the Hughes syllogism, 
must sometimes point to a different 
frame of reference. And this, it appears 
to me, can only be the tax law’s con- 
ception of ownership, primarily de. 
veloped to prevent avoidance of tax by 
attributing taxable income to the proper 
taxpayer. Ownership in this context de- 
pends upon the duration of the interest, 
the scope of control of the income earn- 
ing property, and the degree of bene. 
ficial enjoyment of the income which is 
being produced by the operation of the 


° property. 


Terminability 

Two of the remaining facts appearing 
on the court’s list relate to this approach 
to ownership. They are “that the con- 
tracts were completely terminable with- 
out cause on short notice’’?* and that 
Parsons and Huss, being required vy 
the contract to turn over to the land- 
owners for sale by them all the mined 
coal, were not entitled to any fractional 
part of the sales proceeds but were paid 
a fixed sum per ton mined and de- 
livered. It is obvious that concern with 
terminability demonstrates the court's 
recognition that a depletable interest at 
its conception should have a duration of 
a substantial nature—a position perhaps 
established previously in respect to a 
non-operating oil interest in P. G. Lake, 
Inc.25 Although we have no useful guide 
from the court as to what it will con- 
sider a substantial duration, it being un- 
likely that it will adopt the view of 
G.C.M. 2629026 which regarded a strip 
mining contract not arbitrarily termin- 
able within one year as possibly satis- 
factory, we should be grateful that the 
court has set our feet upon this path. 
The truth is that an economic interest 
should be an interest of substantial 
duration. It serves no discernible com- 
mercial purpose to permit frequent 
shifts of the allowance which minimiza- 
tion of the time factor would perhaps 
permit. 


Per-ton price and source of return 

An equally valuable service was per 
formed by the court when it drew at 
tention to the strip miners’ obligations 
in respect to the coal they mined and 
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the manner in which their compensa- 
tion was to be computed. To my mind, 
these aspects of the relationship between 
the strip miners and the landowners re- 
late to the broad issue of the extent of 
control of the income-producing prop- 
erty vested in the taxpayer insisting 
upon his interest being characterized as 
an economic interest. Parsons and Huss 
obviously had broad powers of control 
over the deposits of coal. They fur- 
nished the equipment, facilities and 
labor necessary to sever the coal and 
undoubtedly had large discretion in 
their day-to-day operations. This was 
the strength of their case. By the same 
token, however, their case was weakened 
by failing to share in the process, or 
fruits, of the marketing of the coal. Full 
control of an income-producing prop- 
erty, such as a mineral deposit, factory, 
or farm, requires control of production 
and marketing. This is made clear, once 
and for all, by these decisions. 

The position, 
probably susceptible to misunderstand- 
ing. In the first place it would be 
read Parsons and 
Huss as imposing.the requirement that 
interest one’s 


court’s however, is 


supererogation to 
to possess an economic 
return therefrom must always be direct- 
ly related to the market price of the 
mineral extracted. The opinion does 
not cast this characteristic in the role 
of a sine qua non—it is only one of sev- 
eral facts marshalled by the court to 
demonstrate why finding a fictional in- 
vestment in the mineral in place would 
be improper. To so read the opinion 
would do injury to many non-operating 
interests, such as royalties, whose return 
is not directly affected by the market 
price of the mineral but rather com- 
puted at a fixed price per unit pro- 
duced. 


Operating interests 


The more difficult issue is whether it 
is proper to view the opinion as impos- 
ing such a sine qua non in respect to 
operating interests. There is a line of 
reasoning which can be used to support 
the affirmative of this issue. As pointed 
out earlier, Palmer requires that the 
economic-interest holder look to income 
from the severance and sale of mineral 
for a return of his capital investment. 
The Tax Court in several decisions27 
and the Ninth Usibelli,?8 
have suggested that where a strip miner’s 
compensation is measured by a fixed sum 
per ton of coal extracted and delivered 
to the landowner his return cannot be 


Circuit in 


considered to be from the severance and 
sale of mineral. Thus, it can be rea- 
soned, sharing in the process or fruits 
of marketing, at least in the case of an 
operating interest, is essential to meet 
the source-of-return requirement of 
Palmer. If this is not satisfied, it matters 
little whether the strip miner has an 
interest in the minerals in place. 

The last facts in the court’s catalogue 
perhaps constitute a basis to assert that 
the position favored by the Tax Court 
and Ninth Circuit has received authori- 
tative sanction. After pointing out the 
strip miners’ failure to share in the 
proceeds from the sale of the coal, ;the 
court pointed to the the 
agreement in Huss, which provided that 
the payments were agreed to be in “full 
compensation for the full performance 
of all work and for the furnishing of all 
[labor] and equipment required for the 
work,” and concluded its 
facts by saying that the strip miners 
“thus, agreed to look only to the land- 
owners for all sums to become due them 


terms of 


recital of 


under their contracts.”2® The sequence 
of these statements by the court possibly 
suggests that 
can the return of an operator be from 
the severance and sale of mineral where 
the amount of the return is computed 
on a fixed sum per ton basis. 


Allocation of depletion 


To me, at least, this is not the proper 
meaning. Rather it seems the court was, 
in fact, mingling three distinguishable, 
but closely related, ideas. The first ad- 
mittedly is that expressed by the Tax 
Court and the Ninth Circuit. The sec- 
ond is that such a method of computa- 
tion is, at least in the case of a strip 
miner, strongly indicative of no interest 
in the minerals in place; and the last is 
that the agreements demonstrated no 
intention to vest the strip miners with 
an economic interest. Such a medley of 
thoughts is hardly an appropriate way 
in which to make a sharing in the mar- 
ket an indispensable characteristic to 
classification of an operating interest as 
an economic interest. 

The last of these thoughts, 
however, deserves a brief examination 


three 


for it poses the question of the extent to 
which strip miners and the landowners 
may by their agreement partition the de- 
pletion allowance. Stripping contracts 
purporting to locate by agreement the 
economic interests in the property have 
already been involved in litigation, but, 
as yet, there have been no definitive 


under no circumstances , 
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pronouncements.39 Probably the truth 
of the matter is that the parties to a 
strip mining contract, where all other 
factors are reasonably well balanced, 
can allocate the depletion allowance in 
any manner they see fit. Despite the 
court’s dictum that “the parties might 
have provided in their contracts that 
petitioners [the strip miners] would have 
some capital interest in the coal in 
place,” it is doubtful that Parsons and 
Huss would have been decided differ- 
ently even had the agreements provided 
for a vesting of an economic interest in 
the miners. However, a similar contract 
to endure until the particular deposits 
exhausted describing the miner’s interest 
as an economic interest would present a 
much more difficult case. 


Interests that are now depletable 


Thus, to suin up this second lesson 
contained in these decisions, the facts 
catalogued by the court indicate that 
operating interests seeking classification 
as economic interests should be of sub- 
stantial duration, entitle the operator 
to a share of the mineral in kind or a 
part of the sales proceeds, clothe, where 
possible, the operator with a legally 
recognizable right in rem in respect to 
the minerals, and designate the operator 
as the owner of such an interest. It can- 
not be said that all these characteristics 
must be present or that any one is essen- 
tial, although it will be an audacious 
strip miner who seeks depletion when 
he operates under a contract terminable 
without cause upon fairly short notice, 
and an exceedingly foolish one whose 
contract provides such terminability and 
compensation measured by a fixed sum 
per ton of coal. 

These two lessons leave many ques- 
tions unanswered, of course. What, to 
return to a point previously raised, con- 
stitutes a safe duration? Although can- 
cellation within 90 days by either party 
without cause, as permitted in Weirton 
Ice and Coal Supply. and Hamill Coal 
Corporation,82 probably will attract 
little more favor than the 30-day pro- 
visions in Huss, there are commonly 


26 1950-1 CB 42. 

27 Morrisdale Coal Mining Co., 19 TC 208, 218 
(1952); J. E. Vincent, 19 TC 501, 524 (1952), 
revd sub. nom. Gregory Run Coal Co., 212 F.2d 
52 (CA-4, 1954); Virginia B. Coal Co., 25 TC 
899, 903 (1956). 

28 229 F.2d 539 (CA-9, 1955). 

29 27 U.S. Law Week 4249, 4252. 

80 Nathan Fink, 29 TC 118 (1958). 

81 231 F.2d 531 ‘CA-4, 1956). 

82 239 F.2d 347 (CA-4, 1956). 


6 +* The Journal of Taxation * 


used provisions relating to duration 
about some more _ perplexing 
questions remain. For example, recalling 
that the in Parsons and Huss 
emphasized the ability to terminate with- 
out cause, what is the effect of termin- 


which 


court 


ability upon reasonably short notice for 
cause? And, passing to a more difficult 
question perhaps, what constitutes 
cause? One can only surmise, but it 
seems probable that a power by the 
terminate upon a 
terial default by the strip miner, as 
existed in James Ruston,383 will not im- 
peril the strip miner’s chances for deple- 
tion under a contract which otherwise 
provides an adequate term. On the other 
hand, provisions which permit extensive 
suspension of the strip miner’s opera- 
tions by a landowner experiencing some 
difficulty in marketing the coal will aid 
in reducing the strip miner to the status 
of an independent contractor who is 
looking to the personal obligation of 
the landowner for his compensation for 


landowner to ma- 


the stripping.*4 

Only slightly less perplexing, and also 
not specifically dealt with by the court, 
is the relationship between terms fixing 
to the of the contract and 
those relating to the exclusiveness of 
the rights granted the strip miner and 
degree of control over day to day opera- 


duration 


tions retained by the land owner. Prior 
to Parsons and Huss there was reason to 
believe that the judicial weight ac- 
corded a substantial term was easily 
overcome by the presence of provisions 
which could substantially reduce the 
utility of such a term to the strip miner. 
For example, probably refraining from 
making the mining rights exclusive as to 
some specific deposit, or portion thereof, 
and retaining broad powers of manage- 


ment over the stripping operations 
would have this result.85 There seems 
little reason to believe that this has 


ceased to be the case. The prudent 


strip miner interested in obtaining the 


allowance should bargain for a_ free 
hand in the extraction of the coal and 
an exclusive right to do so for a fixed 
term of several years duration, or as 
long as the designated deposit is cap- 
able of profitable operation. Obviously, 


3319 TC 284 (1952). 

*See, The Mammouth Coal Co., 22 TC 6571 
(1954); revd, 229 F.2d 535 (CA-3, 1955), cert. 
den., 352 U.S. 824 (1956); Nathan Fink, 29 TC 
1119 (1958), aeq. 

*® See, Morrisdale Coal Mining Co., 19 TC 208 
(1952); Denise Coal Co., 29 TC 528 (1957). 

%8 Usibelli, 229 F.2d 589 (CA-9, 1955). 

37 Weirton Ice and Coal Supply Co., 231 F.2d 531 
(CA-4, 1956); Hamill Coal Corp., 239 F.2d 347 
(CA-4, 1956). 

%8 See, Walter Bernard McCall, 27 TC 138 (1956). 
#9 58-1 USTC par. 9150. 
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there will be circumstances which will 
lead a landowner to insist upon a pro- 
vision fixing the minimum and maxi- 
mum quantity of coal which can be 
mined and delivered during a particular 
period and, while these terms do cer- 
tainly reduce the scope of control held 
by the strip miner, they should not 
weigh too heavily on the no-economic- 
interest side of the scale. However, 
quantative control by the landowner, 
it must be remembered, can become, by 
the elimination of a minimum rate of 
extraction and delivery, a means of 
termination without cause.36 
Another important area in 
remain grows out of the 
court’s emphasis upon the failure of the 
strip miners to share in the proceeds of 
the sale of the coal. For example, while 
a fixed price per ton is clearly indicative 
of no economic interest, to what extent 
is this inference blunted by providing 
that the otherwise fixed price will be 
adjusted for certain increases in the 
costs, such as labor, of the strip miner?37 
Does this depend in any way upon 
whether the adjustment is automatic 
under the agreement or merely the re- 
sult of fresh negotiations? Or suppose 
the agreement merely provides for a 
change of price “by mutual agreement 
of the parties hereto, as the coal market 
fluctuates?”’38 These questions partially 
illumine the shadowy area lying be- 


which 
problems 


tween a clause fixing the strip miner’s 
compensation at a percentage of the 
gross or net proceeds from the sale of 
the coal he extracts and which 
awards him only a fixed sum per ton. 
Presumably as one moves from the 
former type of provision toward the 
latter the probability of economic in- 
terest characterization diminishes; but 
the court’s opinion does little to make 


one 


the calculation of these odds precise, 
The enumeration of these uncertaip. 
ties can not, however, constitute ap 
indictment of the craftsmanship of the 
court because, by and large, such areas 
of doubt relate to fact situations not be. 
fore the court in Parsons and Hus. 
These decisions do make reasonably 
clear the scope of the rights the strip 
miner should possess to be safe in his 
assertion of an economic interest and 
mark a halt, at least temporarily, of the 
somewhat disturbing recent expansion 
of the economic interest concept. It 
seems fair to say the court has moved 
us into another era of history of this 
concept in a manner which, on the 
whole, should be applauded. In. this 
era there will be further clashes be. 
tween the ownership theme of these de. 
cisions and the less confining melody 
of Kirby Petroleum Co., Burton-Sutton 
Oil Co. and Southwest Exploration Co, 
Perhaps the latter will come to be re 
stricted to non-operating interests whose 
return is measured by a portion of the 
net profits from production, and the re. 
furbished Hughes syllogism applied to 
all operating interests. If so, the Treas 
ury’s concern with decisions such a 
LaGloria Oil and Gas Company,3® which 
permitted a cycling plant owner per 
centage depletion on all its income from 
its share of the heavier hydrocarbons, 
may abate somewhat, comforted by the 
thought that should Congress not over 
turn LaGloria, as it has been requested 
to do, the likelihood of ultimate succes 
by the cycling plant operator has been 
much reduced. These, however, are 
matters for the future. Although we 
know less about the nature of the eco 
nomic interest than we like, we know 
more than we did during the early part 
of 1959. This is progress. % 


New decisions affecting special industries 





Can deplete sand and gravel dredged 
from river. Taxpayer, the owner of land 
along a river from which it dredged sand 
and gravel is held to have an economic 
interest in the sand and gravel dredged 
from the bed of the river even though 
title to the riverbed and its contents be- 
longed to the state because the river was 
navigable. The court finds that use of 
taxpayer’s riparian land was essential to 
the dredging operations, and that be- 
cause of the proximity of the sand and 
gravel, the land at the site had a special 
value which was depleted by the op- 





erations. The taxpayer is held entitled 
to percentage depletion. Oil City Sani 
and Gravel Co., 32 TC No. 3. 


Advance payments for feed deductible 
by farmer at payment. Taxpayer, 3 
poultry farmer on the cash basis, paid 
for feed in December of each year, it 
return for which the grain dealer wa 
unconditionally obligated to deliver 0 
the farmer the following spring, the 
quantity of feed which the amounts tt 
ceived would pay for at the prices it 
effect on the delivery dates. The court 
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finds the payments were not in the na- 
ture of deposits, but were non-refund- 
able absolute business expenses properly 
deductible in the year of payment. 
Ernst, 32 TC No. 16. 


Capital gain on sale of heifers. Because 
of poor range conditions taxpayer was 
forced to young heifers before 
breeding. Upon showing that this was 
not his policy but resulted from un- 
the 
that the animals had been held for 


sell 


usual conditions, court concludes 
breeding and allows capital gain treat- 
ment. Harder, DC Wash., 2/17/59. 


Refunds of claim-of-right income are 
deductions, of gross. 
The extra 2% on consolidated returns 
does not apply to income from regulated 


not reductions 


utilities, defined as having 80% of gross 
from specified sources. At issue here is 
whether refunds of increased rates sub- 
sequently disapproved are a reduction 
of gross income. The IRS rules that they 
are deductions from income because so 
treated under the Code sections dealing 
with refunds of claim-of-right income. 
Rev. Rul. 59-122. 


Contract granting license to cut timber 
not entitled to capital gain treatments. 
Capital gain is realized on disposal of 
timber (held for more than six months) 
under any form of contract by virtue of 
which the owner retains an economic in- 
terest in the timber. The court holds a 
contract conveying no title but granting 
to a partnership a license to cut timber 
does not entitle the partnership to capi- 
tal gain treatment on sale of the tim- 
ber. Even if the actual cutting of the 
timber can be considered as vesting own- 
ership of the cut timber in the partner- 
ship, there was no proof that over six 
months elapsed between the cutting of 
the timber and its subsequent sale. The 
court also notes that the general rule 
on capital gain is not applicable because 
the timber cannot qualify as a capital 
asset of the partnership; the timber was 
held primarily for sale to customers. 
Jantzer, 32 TC No. 13. 


Advance bonuses under oil and gas 
leases can’t be reported on installment 
basis. In 1953 taxpayer received a cash 
payment and nine notes (having a market 
value), as advance royalties or bonuses 
on an oil and gas lease executed that 
year for a primary period of ten years. 
The court holds the notes are taxable 
income in full in 1953. The transaction 


could not be reported on the install- 
ment basis as a sale or “other disposi- 
tion” of property. The payments re- 
ceived though not technically rent, were 
more akin to rent than to payments on 
the purchase price of personalty or real 
estate. Barnsley, 31 TC No. 130. 


Mineral was dolomite, not stone or 
marble. Taxpayer claimed the mineral 
it mined was dolomite, depletable at 
10%, and not stone or marble, deplet- 
able at 5%. The court holds for tax- 
payer. It is the commonly understood 
commercial meaning that the IRC uses, 
and under this test taxpayer’s mineral 
is dolomite. Blue Ridge Stone Corp., 
DC, Va., 2/5/59. 


15% depletion allowed on quartzite 
though not refractory grade {Non-ac- 
quiescence}. The Code allows percentage 
depletion of 15% on quartzite, but only 
The Commissioner and 
taxpayer agreed that quartzite is a form 
of stone and that taxpayer’s product was 
commercially known as quartzite. How- 
ever, though the Commissioner said he 


5% 


i, on 


stone. 


was not applying an end-use test, he re- 


fused to allow 15% depletion on tax- 
payer’s quartzite that did not have “the 
capacity for use as a refractory.” The 


court holds that to be limitation with- 
out statutory foundation. Though Con- 
gress did specify grades in certain other 
minerals, it did not limit quartzite to 
refractory grade. Quartzite Stone Co., 
30 TC 806, non-acq., IRB-15. 


Can deplete damages for oil wrongly 
taken [Acquiescence]. Taxpayer, an 
owner of oil and gas, recovered an award 
from “‘trespassers” equal to the proceeds 
of the oil and gas wrongfully taken. The 
court concluded taxpayer is entitled to 
a percentage depletion allowance with 
regard to the award since it represented 
income from the exploitation of his 
mineral rights. A fortiori, he is also en- 
titled to percentage depletion with re- 
gard to gross income earned from the 
operation of the oil and gas wells by 
the conservators appointed by the local 
court pending the outcome of the ac- 
tion. In determining the gross income 
for depletion purposes, no deduction is 
required for the development and op- 
erating expenses paid by the trespassers, 
nor is such interest 
discounts 


income to include 
judgment and 
earned by the treaspassers and conserva- 


upon the 


tors. However, since taxpayer had two 
purposes in instituting the litigation, to 
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quiet title and to collect income, only 
half of the legal fees is held properly 
deductible as an expense; that for the 
quieting of title, is to be capitalized. Est. 
of Arnett, 31 TC 320, acq., IRB-17. 


Treatment by cooperatives of CCC stor- 
age charges. Storage charges paid by the 
Commodity Credit Corporation for com- 
modities on which the farmer-producer 
has borrowed from the CCC are income 
from business with the patron until the 
grain is taken over by the CCC. Income 
from with 
properly allocated as patronage divi- 


business done members, if 
dends, may not be taxable to coopera- 
tives. From the date of transfer of the 
title, income 
from business done with a government 
agency, not the producer, and is taxable 
income of the cooperative. In support 
of its position the IRS quotes a 1951 
Senate Report stating the nonoperating 
income taxable to cooperatives includes 


the IRS continues, it is 


interest, dividends, rents and capital 
gains and also the income from certain 
business done with the U. S. Govern- 
ment or its agencies. Rev. Rul. 59-107. 


Ordinary income on sublease of extrac- 
tion rights. Taxpayer was the lessee of 
certain rock, sand and gravel deposits. It 
gave another firm a license to remove 
the deposits from part of the property 
it had leased. The fees it col- 
lected it reported as capital gain. The 
court finds they were ordinary income. 


license 


The agreement reserved certain rights 
for the taxpayers, including a veto over 
assignment of the contract, a guaranteed 
minimum royalty on production, and 
the right to substitute other property to 
be worked by the assignee. The court 
finds this to be a sublease, with the tax- 
payer retaining an economic interest in 
the property. Payments received under 
the agreement are ordinary income. 
Pacific Rock & Gravel Co., DC Cal., 
4/16/59. 


Operating loss reduced percentage de- 
pletion in excess of cost [Old Law). Tax- 
payer’s operating loss from prior years 
is reduced in 1953 by the excess of per- 
centage depletion over cost depletion 
in that year. The Code so provides and 
since taxpayer had no cost for its sand 
and gravel the entire percentage deple- 
tion is eliminated. [The 1954 Code does 
not require that operating losses be re- 
duced by the excess of percentage over 
cost depletion.—Ed.] Pacific Rock & 
Gravel Co., DC Calif., 4/16/59. 
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NY curb on minimum deposit policies may 


signal end of popular tax-saving device 


3 ang THE PAST DECADE a record vol- 
ume of new life insurance has been 
sold to policyholders financing it by bor- 
rowing to the maximum against the 
policy reserves. This procedure has been 
of great interest to tax practitioners and 
indeed has been fostered by some of 
them because it does permit substantial 
tax benefit. Recently, this practice has 
received a serious setback from a source 
not concerned with tax aspects, the New 
York State Department of Insurance. 
In March we discussed some threats to 
the tax advantages in recent Tax Court 
decisions (10 JTAX 149). 

These borrow-to-pay plans have been 
extremely popular with taxpayers in 
high surtax brackets, the tax attraction 
being the deductibility of the interest on 
the loan, while the corresponding in- 
crease in the value of the policy reserve 
is generally not subject to income tax 
when proceeds are received at death. 
From an economic point of view, this 
kind of financing has permitted policy- 
holders to satisfy the liquidity needs of 
their estates without the necessity of 
tying up substantial funds in insurance 
reserves; the policyholder is free to in- 
dulge his belief that he can invest his 
funds more profitably elsewhere, par- 
ticularly in this inflationary era. 

The nature of a life insurance policy 
is such that it is easily used as an instru- 
ment of borrowing. Conventional 
straight, or whole life, policies are geared 
to provide protection to the insured 
over his entire life. Level premiums are 
required under this type of policy, and 
in the earlier years they are larger than 
death claims 
arising during those years. This excess is 
invested by the insurance company in 
order to create a fund which will be 
needed at a later date. As people age the 
rates at which deaths occur steadily in- 
crease. The aggregate of the excess 
premium charges paid in the earlier 
years along with the interest accumula- 


is necessary to meet the 


tions, are used by the insurer to pay 
these death claims without any increase 
in the annual premium charged. 
Thus, a life insurance policy consists 
of two elements. One is the investment 
feature which steadily accumulates 


throughout the life of the policy (called. 


the endowment or reserve feature). The 
second ingredient is the decreasing term 
insurance which provides the 
amount of money at death required to 
build the reserve up to the face amount. 

Motivated by tax and economic con- 
siderations the widespread practice has 
developed of separating these two ele- 
ments in the policy by borrowing either 
from a bank or directly from the insur- 
ance company, an amount equal to all 
or 


exact 


1 substantial portion of the cash 
of the policy, putting up the 
policy as collateral. Thereafter, the 
policyholder finances the annual pre- 
mium by borrowing the increment in 
the cash value of the policy and paying 


on] 


value 


any excess in cash. 

This method of financing life insur- 
ance is, in essence, a purchase of decreas- 
ing term insurance, the investment fea- 
ture of the policy having been effective- 
ly removed by the policyholder’s off- 
setting loan. The feature distinguishing 
the so-called borrow-to-pay policies and 
term insurance is that the former calls 
for a level premium while the latter 
does not. Moreover, in order to keep 
the death benefit at a level 
term insurance additions 
made available to policy-holders in 
amounts equal to the loans. 

The Mills Committee listed the tax 
advantage of this type of financed in- 
surance as an unintended benefit which 
it hoped to remove by denying policy- 
holders deductions for interest paid or 
accrued on indebtedness incurred to 
carry the policy. However, Congress 
passed the Technical Amendments Act 
of 1958 without including any provision 
covering this matter. 


amount, 


have been 


When a straight life policy is financed 
by bank loans, such a plan is called the 
bank-loan plan. However, the bank-loan 
plan has one serious drawback in that 
the policy reserve in the first few years js 
too low to permit any borrowing, and 
the policyholder himself is compelled to 
pay virtually the entire premium. To 
overcome this obstacle, a number of ip. 
surance companies have devised a new 
type of policy, the “minimum deposit 
policy,” involving a loan from the in. 
surance company, and providing a high 
reserve even in the policy’s initial year, 
An actual loan is made under the min. 
imum deposit plan. However, the loan 
proceeds are applied directly by the 
insurance company to meet the premium 
cost. No cash changes hands; the insur. 
ance company merely makes appropriate 
entries on its books. 

During the past few few months the 
New York State Department of Insur- 
ance has been investigating the question 
whether minimum deposit policies are 
discriminatory. The department has 
found unjustifiable a situation in which 
two policyholders who buy comparable 
policies at the same age and in the 
same amount receive different benefits 
if they surrender their policies at the 
end of the first year. The purchaser of 
the minimum deposit policy will get 
back as much as 70% of the first year's 
premium while the holder of the con- 
ventional whole-life policy will receive 
nothing. Consequently, the department 
has proposed two regulations 
which will toll the death kaell of the 
minimum-deposit contract in New York. 
The first proposal provides that no 
high-cash-reserve policy will be ap 
proved if such reserves are derived by 


major 


departure from an insurance company’s 


“regular pattern of computation of 
cash reserve values.” Policies of this 
nature that have already been ap 


proved may not be sold after July |, 
1959. The second proposal provides in 
substance that commissions of life in 
surance agents are to be restricted to the 
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cash payment of the policy holder to the 


insurance companies exclusive of any 
joan from the company. 

These proposals will cause the dis- 
continuance of minimum deposit polli- 
cies at least in New York. Since New 
York has been a leader in establishing 
ysurance regulations and because 
numerous other state insurance depart- 
ments have been deeply concerned with 
the borrow-to-pay situation, it is ex- 
pected that these regulations will have 
widespread repercussions. 

Nevertheless, it is problematical 
whether the cessation of the minimum- 
deposit plan will drastically cut down 
on the borrow-to-pay procedure. The 
New York department apparently recog- 
nized that it had no power to interfere 
with the more conventional bank-loan 
plan. There is little doubt, therefore, 
that bank loan is the direction in which 
life insurance agents who have spe- 
cialized in minimum deposit sales will 
gravitate. As a matter of fact, most of 
the companies that refrained from issu- 
ing minimum-deposit policies still man- 
aged to sell an enormous amount of new 
insurance on the bank-loan basis. 


In this connection, the second pro- 


posal, which bases the agent’s commis- 
sion on the portionsof the premium that 
is paid in cash, is an obvious effort to 
discourage the sale of borrow-to-pay in- 
surance. This proposal, unlike the first, 
has extra-térritorial application where 
ever the companies licensed by New 
York operate, and it would appear to 
have been motivated by a desire to see 
the end of borrowing programs in all 
states. 

However, if this second proposal is 
not modified an odd situation will de- 
velop. Thus, if an insured borrows his 
premium from a bank, the life insur- 
ance agent will receive a full commis- 
if the insured 
from the insurance company directly, 


sion, whereas borrows 
the agent’s commission will be drastic- 
ally reduced. It is obvious that life in- 
surance agents will direct their clients 
to lending institutions other than in- 
surance companies. However, in a tight 
money market or if the interest charged 
by banks is appreciably higher than the 
rate charged by insurance companies, 
the proposed insured will want to bor- 
row from the insurance company. Thus, 
the of the the 
agent will be in conflict, making the sale 


interests insured and 


Tax aspect of insurance * 9 


of these policies all the more difficult. 
The action of the New York State In- 
surance Department heaps fuel on the 
fires started by the tax decisions we an- 
alyzed in March. These developments 
indicate that the borrow-to-pay football 
has not yet come to rest. * 


New decisions 





Capital gain on sale of endowment 
policy 12 days before maturity [Non-ac- 
quiescence|. The owner of an endow- 
ment policy with a face value of $27,000 
and a cost basis of $21,300, sold it 12 
days before maturity to his business as- 
sociate for $26,750, primarily to take ad- 
vantage of the lower capital-gain rates. 
The court finds a “real and bona fide 
sale” of a capital asset, and concludes 
that the of $5,450 realized 
by taxpayer on the sale is taxable as 
long-term capital gain. One dissent on 
the ground that there was no true sale; 
in substance rather than form there was 
an anticipatory arrangement, with the 
‘purchasers’ 


increment 


” merely intermediaries be- 
*tween taxpayer and insurance company. 
Phillips, 30 TC 866, non-acq., IRB-15. 
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The Tax Court makes specific the 


“Substantial Part” collapsibles test 


by JAMES O. HEWITT 


In the recent Kelley decision, the Tax Court provides a clear answer to the question 


what is a substantial part of the earnings of a collapsible corporation. By finding 


that the corporation whose stockholders sold their shares after collecting one-third - 


of the reasonably anticipated income was not collapsible, the Tax Court sets an 


upper 


limit to the collapsible area. However, Mr. 


Hewitt here shows that the 


Tax Court is in conflict with the Third Circuit in the Abbott case and is, indeed, 


not squarely in accord with the spirit of the statute. Practitioners are warned that 


the case is not as good news for the taxpayer 


N INE YEARS AFTER the adoption of the 
collapsible corporation section and 
the phrase “ 
by the corporation . . . of a substantial 
part of the net income .. .,”! the Tax 
Court in James B. Kelley has addressed 
itself specifically to the question of the 


. prior to the realization 


meaning of the words “substantial 


part.”2 In the few previous cases? in 


which the Tax Court had the oppor- 
tunity to dispel the mystery encompass- 
ing these words, it merely alluded to the 
fact that 
what nebulous phrase. To date only one 
Federal 
fronted with the question of what con- 


‘substantial part” was a some- 


district court has been con- 


stitutes 
though its conclusion seems proper, its 


“a substantial part,” and, al- 


analysis is somewhat less than gratify- 
ing. On the the Third 
Circuit Court of Abbott® 
picked up the Tax Court’s fumbled ball 
In that case the tax- 
payer argued that 10.84% of the total 
profit realized was a 
The Tax Court, without spécifically dis- 


other hand, 
Appeals in 


and ran with it. 
“substantial part.” 


cussing the percentage of net income 
realized, or for that matter the meaning 
of “substantial part,” found that the 
“had not realized a substantial 
part of the net income to be derived 
from the property.” The circuit court 
of appeals upheld the lower court and 
“(t]he real question posed by the 


” 


taxpayer 


said, 


8J. D. Abbott, 28 TC 795 (1958); 


as might appear on first reading. 


statute, however, is not whether a sub- 
stantial part of the total profit was 
but rather 
part of the total profit 
realized after dissolution was substan- 
tial.” In this appellate 
court apparently felt that Congress in- 
tended that the words “substantial part” 
mean that a taxpayer must have realized 
all but an insubstantial amount of the 
derived from the 
property before the consequence of Sec- 
117(m)® could be avoided. The 
court of appeals attributes this inter- 


realized prior to dissolution, 
whether that 


other words, 


net income to be 
tion 


pretation to the lower court by stating, 
“[t]his was the test correctly applied by 
the Tax Court in making its finding 
that the dissolution took place before a 
substantial part (nearly 90%) of the 


total profit was realized.” A reading of 


the Tax Court’s opinion does not easily 
disclose the foundation for such an in- 
terpretation. In fact, Judge Opper had 


11939 IRC Section 117(m) (Adopted 1950) The 
definition of a collapsible corporation is one 
which is “formed or availed of principally for the 
manufacture, construction, or production of 
property, for the purchase of property ... with 
a view to... the sale or exchange by its share- 
holders .. . , or a distribution to its shareholders, 
prior to the realization by the corporation .. . 
of a substantial part of the net income to be de- 
rived from such property .. .” (1954 IRC Sec. 
341 not essentially different). 

2 James B. Kelley, 32 TC —, No. 11 (April 17, 
1959). 

Leland D. 
Payne, 30 TC —, No. 111 (1958); Rose Sidney, 
30 TC —, No. 122 (1958). 

4A. E. Levenson, 157 Fed. Supp. 244 (1957). 
5258 F.2d 537 (CA 3 1957). 


so little to say regarding the basis of the 
Tax Court’s decision it is difficult to 
conclude that the court did more than 
merely hold that the amount realized 
prior to dissolution, 10.84%, was not 
a substantial part of the wal profit to 
be derived from the property. 

One prominent tax writer? questioned 
the court of appeals’ interpretation of 
the Tax Court’s finding. This seed has 
come to fruition in the Tax Court's 
opinion in the Kelley case.8 Judge Kern, 
writing the majority opinion, refuted 
in toto the interpretation placed on the 
Tax Court’s opinion in Abbott by the 
circuit court of appeals. The court said, 
“(with all due deference to the court 
of appeals for the Third Circuit, we 
were not aware that we made the find. 
ing and applied the test . . .” attributed 
to us by the appellate court. 


The Kelley opinion 

The Kelley case involved a stock sale 
by the shareholders of an allegedly col- 
lapsible corporation after the corpora- 
tion had realized approximately one 
third of the total net income which 
might be reasonably anticipated. The 
corporation was engaged in the sub. 
division and selling of real estate. The 
taxpayer-petitioners argued that their 
sale of the corporation’s stock occurred 
not prior to, but after, 
by the corporation 


“the realization 
purchasing the 
property of a substantial part of the net 
income to be derived from such prop- 
erty,” and corporation 
should not be considered a collapsible 
corporation as defined in Section 117(m) 
(2) (A). 


was, of course, 


therefore, the 


The Government’s contention 
that “if at the time of 
the stock sale there remains a substantial 
part of the net income yet to be derived 
from the property” then the “substan- 
tial part’ test has not been met and the 
income derived from the sale would be 
ordinary and not capital gain. 

The court pointed out that the re- 
spondent in its brief made the additional 
dogmatic assertion that Congress, in pro- 
viding the “substantial realization test” 


®1954 IRC Sec. 341—not essentially different. 

7 Axelrad, “‘Recent Developments in Collapsible 
Corporations”; 36 Taxes—The Tax Magazine 893, 
895-896 (1958). 

* Note 2, supra. 

1954 IRC Sec. 341(b) (1) (A)—not essentially 
different. 

10 Note 7, supra; pg. 895; also see: De Wind, 
“Collapsible Corporations Under the Revenue Act 
of 1950,” 1951 Southern California Tax Institute 
583, 612-613. 


1 Although it is ionally ry to employ 





such an argument, it is wes reverted to only 
when no other plausible explanation remains. It 
frequently finds an inexplicable amount of suc- 
cess. Perhaps when all the evidence is in, there 
just is no logical solution, so the strictest con- 
struction is applied in interpreting the statute. 
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was obviously trying to except from its 
effect only those corporations which had 
realized substantially all of their net in- 
come and had paid the tax due on it. 
This contention evidently is “obvious” 
only to the Treasury Department and 
has no other foundation in law. The 
court met the Commissioner’s allega- 
tion with the following statement. “If 
Congress had intended to exclude from 
its definition of ‘collapsible corporation’ 
only a corporation which had realized 
substantially all of the net income to be 
derived from its property, it could and 
would have said so instead of saying as 
it did ‘the realization by the corporation 

_ of a substantial part of the net in- 
come to be derived from such _prop- 
erty... .. We are unaware of any prin- 
ciple of statutory construction which 
would warrant the conclusion that the 
words ‘substantial part’ are equivalent 
to the words ‘substantially all.’ ” 

While the court’s conclusion regard- 
ing statutory construction of the equiva- 
lency of the terms “substantial part” 
and “substantially all” may have a great 
deal of merit, it would seem that the 
opposite conclusion might be reached 
by a strained, but literal, reading of the 
statute. It has been suggested that as 
long as there remains a substantial part 
to be realized, it is “before the realiza- 
tion. . . of a substantial part.”10 On 
the other hand, this would indicate that 
all “substantial parts” would have to be 
realized to satisfy the statutory require- 
ment that “a substantial part” be real- 
ized (emphasis supplied). The article 
“a” being singular in general usage 
would lend added weight to the Tax 
Court’s interpretation that when the 
first “substantial part” of the net in- 
been 
realized, the statutory test is satisfied. 


come from the property has 


Intent of Congress 

The Kelley court relied partially on 
the sometimes overworked maxim that 
“Congress knoweth what it doeth’”; 2.e., 
that had Congress intended that “‘a sub- 


‘ 


stantial part” was to mean “substantially 


Also, there is adequate foundation in law for 
a writing, in certain cases, to be strictly con- 
strued against its author. This is predicated on 
the theory that the author has the opportunity 
to say what he means. Surely the tax man need 
not be overly sophisticated to realize that neither 
Congress, nor any other legislative body, always 
says exactly and precisely what it means. As a 
result, hardships and loopholes are often created 
by ambiguous language. 

Regs. Section 39.117(m)-1(d)(2)(v); Regs. 
Section 1.341-5(b) (5) (the 1954 Code uses the 
word “taxable” income instead of “‘net’”’ income 
as used in the 1939 Code). 

Regs. Section 39.117(m)-1(d) (3) (ii) 1939 
IRC; Regs. Section 1.341-5(c) (2) 1954 IRC (the 
1954 Code uses the word “taxable” income in- 
stead ef “net” income as used in the 1939 Code). 


all,” it would have said so.11 The Tax 
Court’s position appears reasonable and 
sound. One example to illustrate that 
Congress knows how to use the phrase 
“substantially all” is Section 368(a)(1) 
(C). If one corporation transfers solely 
voting stock in exchange for “‘substantial- 
ly all” of the properties of another corpo- 
ration, a tax-free reorganization may be 
had. On the other hand, this section 
may not be the best example since the 
word “solely” used therein has been 
given a meaning by the statute . . . other 
than its common dictionary meaning. 
The Tax Court in Kelley and the 
Alabama Federal District Court in 
Levenson both relied on the common 
dictionary meaning of “substantial.” 

The Regulations, both under the 1939 
and 1954 Codes, provide little, if any, 
help in solving the problem. In listing 
one of the facts which will ordinarily 
be considered sufficient to establish that 
the corporation is collapsible, the Regu- 
lations! essentially reiterate the lan- 
guage of the statute. One of the facts 
which will ordinarily be considered 
sufficient to establish that a corporation 
is not collapsible is if “the amount of 
unrealized net income from such prop- 
erty is not substantial in relation to the 
amount of the net income realized .. . 
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from such property. . . .”"13 

This much can be said about the 
Regulations: if a “substantial part” of 
the net income has not been realized 
prior to the dissolution or sale of stock, 
then the corporation will be treated as 
collapsible; if an insubstantial part of 
net income is all that is left to be 
realized, then the corporation will not 
be treated as collapsible. The difficult 
question arises when neither of these 
rules apply; i.e., what if a “substantial 
part” has been realized but there is yet 
a “substantial part” to be realized? The 
government's position in Kelley did not 
recognize that such a position was pos- 
sible. 


Several substantial parts 


The court faced this dilemma astutely. 
It said, “The implications of respond- 
ent’s argument on this point are some- 
what startling. On the assumption that 
50% of ‘the net income to be derived 
from such property’ constitutes ‘a sub- 
stantial part’ of such income, and that 
50% of such income remains ‘yet to be 
derived from the property,’ the corpora- 
tion owning the property producing the 
income must be considered a ‘collapsible 
corporation’ even though 50% of the 
property had been 


income from the 





THE FOLLOWING ARTICLE on the Sub- 
chapter S$ regulations is the first of 
what the editors of THE JOURNAL 
OF TAXATION believe will be a most 
interesting and valuable series of 
reports on new developments in 
Washington. Mr. Clark and Mr. 
Lanahan will, from time to time, 
give us the Washington tax news 
which the technical man _ needs. 
They will be concerned with cur- 
rent and future events: changes in 
IRS policy, rulings problems, im- 
portant cases on the dockets, legis- 
lative and administrative changes 
that have substantial support, and 
the other data vital to a man who 
must do tax planning not only for 
today and tomorrow but for years 
ahead. 

Reuben Clark is a 
the Washington law firm, Wilmer 
& Broun, a member of the Dis- 
trict of Columbia and New York 
Bars and a member of the Section 
of Taxation of the American Bar 
Association. He was formerly Trial 


partner in 
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Attorney, Office of the Chief Coun- 
sel, IRS, and formerly Attorney, 
Legal Advisory Staff of the Treas- 
ury Department. 

Samuel J. Lanahan, also a part- 
ner in Wilmer & Broun and a mem- 
ber of the District of Columbia and 
New York Bars, was formerly At- 
torney on the staff of the Joint 
Committee on Internal Revenue 
Taxation. He is Adjunct Professor 
of Federal Tax Law, 
Georgetown University, in Wash- 
ington and a member of the Ad- 
visory Committee on Subchapter C 
to the Ways and Means Committee 
(the Mills Committee). He is a co- 
author of Mertens’ Code Commen- 
tary. 

Mr. Clark and Mr. Lanahan are 
co-authors of Patent Licensing pub- 
lished by 
stitute in 1958 and have written on 


Income 


the Practicing Law In- 


tax matters for various periodicals 
and have lectured at various tax in- 
stitutes. They are currently associate 
Editors of The Tax Executive. * 
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realized prior to the sale. In other 
words, since 50% of the income from 
the property was unrealized at the time 
of the sale of the stock and this con- 
stituted a considerable part of such in- 
come, it would follow from this argu- 
ment that the 50% of the income from 
the property realized prior to the sale 
could not be a substantial part of the 
income to be derived from such prop- 
erty. Even more startling would be the 
implication from this argument on the 
assumption that 40% of such income 
was ‘a substantial part.’ It would follow 
that if 40% of the net income to be 
derived from the property of the corpo- 
ration was unrealized at the time of the 
sale of its stock, the realization of 60% 
of such income prior to the sale of the 
stock would not be the realization of a 
substantial part of such net income.” 
The crowning blow to the Government’s 
position is dealt in the following state- 
ment made by the court in reference to 
that just quoted above: “Obviously the 
fallacy in this argument is the assump- 
tion that there can only be one ‘sub- 
stantial part’ of a whole.” 

The court’s direct approach provides 
taxpayer with what could be a great 
deal of comfort. The holding indicates 
that there may be at least three sub- 
Stantial parts of a whole. The specific 
language is, ‘It is our .. . opinion that 
there may be two (or more) substantial 
parts of a whole, and therefore, a find- 
ing that the unrealized part of such 
net income is substantial does not pre- 
clude a finding that the realized part of 
such net income is substantial.” 

The Tax Court evidently felt it had 
found ammunition in the Senate Fi- 
nance Committee and House Ways and 
Means Committee reports!* to support 
its conclusion, or as the court put it, 
its conclusion was in “harmony with the 
legislative history of the statute.” It is 
doubtful that the committee reports 
cited played any material part in arriv- 
ing at the conclusion reached, regardless 
of the harmonious state existing be- 
tween the conclusion and the Reports. 

Turning now to the more pragmatic 
problem, is realization of one third of 
the total net income to be derived from 
the property a substantial part? The 
Kelley holding says it is. The court 
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examined the Levenson15 case, which 
had held that realization of 51.37% of 
the net income from the property was 
substantial. The Federal district court 
after finding there was no helpful defini- 
tion of “substantial” in law expertly 
avoided the question by addressing it- 
self to the percentage involved. The 
court applied the ordinary dictionary 
meaning!® to the word and concluded, 
“it is inconceivable to this court that 
the realization of more than 50% of the 
net income from the property should 
not be regarded as substantial.” The 
Kelley court approached this aspect of 
the problem in the same manner as in 
Levenson and predicated its decision on 
the ordinary dictionary meaning of 
“substantial.” Might not 25%. or even 
20%, be substantial within the defini- 
tion employed by these two courts? We 
have seen that 10% is not.17 


What is the whole? 


At this point it should not go unsaid 
that the Tax Court reiterated its posi- 
tion as to the method of determining 
whether a substantial part of the net in- 
come has been realized. In Rose Sid- 
ney18 the court indicated that it would 
be necessary to estimate the net income 
which could be reasonably anticipated 
to be derived from the property in 
question had there been no sale of 
stock or liquidation of the corporation. 
Stated differently the “whole” to which 
the term “substantial part” applies is 
the anticipated net income to be de- 
rived from the property from the time 
of its acquisition to the time of its dis- 
position by the purchasers of the stock 
or by the taxpayer receiving the prop- 
erty upon liquidation. In Kelley the 
court recognized that such a determina- 
tion would be only an approximation 
even though the property had been dis- 
posed of prior to the time of challenge 
by the Internal Revenue Service. This is 
so because the estimate is made at the 
time of the sale of stock or liquidation 
and is predicated on anticipated net in- 
come from the property assuming “that 
the cost basis and accounting method 
used by the corporation in measuring its 
net income from the property . . . will 
remain static’!9 from the date of sale 
or liquidation. Until the decision in 
Rose Sidney was handed down it was 
thought that the test of measuring ‘‘sub- 
stantial part” was based on the rela- 
tion of the net income realized to the 
unrealized appreciation in value of the 
property at the date of sale or liquida- 


tion. There is apparently no authority 
for the Tax Court’s position in the 
Regulations, but a strict reading of the 
statutory language could produce an in. 
terpretation consistent with that of the 
court. The statute? speaks in terms of 
“net income to be derived from such 
property.” This could well mean ne 
income to be derived upon its ultimate 
disposition by the shareholder or corpo- 
ration. On the other hand, it is not 
completely implausible to argue that 
the phrase “to be derived” refers only to 
the value of the assets at the sale or 
liquidation. This question will have to 
be settled at appellate level. 


The Kelley dissent 


No doubt the Kelley decision will be 
welcomed by tax men, but it may not be 


‘all good news. Five judges entered a 


dissent to the opinion. One point on 
which there is apparent harmony be- 
tween the majority and minority views 
is the meaning of the words “to be de- 
rived.” The dissenting opinion. states 
unequivocally that “the words ‘to be 
derived’ mean ‘which has been, and re- 
mains to be’ derived.’’ This is consistent 
with our explanation. 

The dissent states that with regard 
to the “bare language of the statute,” 
the point of time, which is the reference 
point in ascertaining whether or not 
a substantial part of net income has 
been realized, “could hence as readily 
be intended to mean ‘while a substantial 
part remains unrealized’ or to be real- 
ized.”” This, of course, is the construc- 
tion placed on the statute by the Third 
Circuit in the Abbott case. 

The dissent continues to attempt to 
justify its position on the ground of 
legislative purpose; i.e., the purpose of 
the statute was to preclude transforma- 
tion of “substantial” amounts of ordin- 
ary income into capital gain. The con- 
struction placed on the phrase “a sub- 
stantial part” by the majority opinion 
could frustrate this purpose. In addi- 
tion, the dissent points out that the 


14 Senate Report No. 2375, 81st Cong., 2d Sess.; 
Report No. 2319, HR 81st Cong., 2d Sess. 

15 Note 4, supra. F 
16 Webster’s New International Dictionary gives 
“substantial” the following apposite definition: 
“Considerable in amount, value, or the like; 
large, as a substantial gain.” 

17 J, D. Abbott, note 3, supra. 

18 Note 3, supra, Judge Kern wrote the opinion 
in hoth the Sidney and Kelley cases. 

1% Note 2, supra. 

2e 1939 IRC Section 117(m) (2) (A) (i); 1954 IRC 
Section 341(b) (1) (A). ’ 

21 Note 5, supra. 

22Should Congress adopt the new Section 343 
proposed by the Mills Committee Advisory Group, 
the problem discussed in this article would be 
avoided. The group’s proposals provide objective 
tests of collapsibility. 
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Commissioner’s Regulations, “which are 
certainly not unreasonable, forbid it.” 
It is interesting to note that the dis- 
sent appears to rely heavily on the one 
appellate court decision?! in point. We 
said earlier that attribution by the court 
of appeals of the no-substantial-part- 
realized-if-a-substantial - part -remains-un- 
realized theory to the Abbott Tax Court 
appeared unjustified. This also was the 
apparent feeling of the Kelley majority 
opinion. But Judge Opper wrote both 
the opinion in the Abbott case and the 
dissenting opinion in Kelley. By his re- 
marks in his dissent it would appear as 
though he is saying that the appellate 
court properly interpreted the decision 
of the Tax Court in Abbott. If this is 
a proper inference, then either a ma- 
jority of his colleagues on the bench 
have changed their minds or they dis- 
agree with both Judge Opper and the 
court of appeals as to the meaning of 
the Abbott decision. It would seem high- 
ly implausible that the former would be 
correct. The dissent further states that 
even if its interpretation of the language 
is incorrect, it questions whether the 
legislative purpose can be fulfilled if 
anything less than 50% of the total net 
income should be considered as being a 


Proposed Subchapter 


substantial part of the whole. 

While the Kelley case may give tax 
practitioners a ray of hope in the col- 
lapsible corporation area, it would seem 
quite reasonable that an appeal by the 
Government is in order. As a matter of 
propriety it is often best not to “make 
book” on the outcome of such a case, 
but a little conjecture may not be harm- 
ful. It is this author’s opinion that if 
there is an appeal the higher court will 
find one third realization not to be “a 
substantial part”; not because it is not 
substantial within the dic- 
tionary meaning, and not because there 
remains to be realized a substantial part, 
but because it is not within the spirit 
of the statute. Legislative history would 
seem to dictate that Congress intended 
to preclude the use of a corporation in 
converting what would ordinarily be 
ordinary income to capital gains. If the 
Kelley the 
statute is allowed to stand, Congres- 
sional intent may be thwarted; especial- 


common 


court’s interpretation of 


ly if two thirds, or more, ordinary in- 
come may be converted to capital gain. 

Regardless of the outcome, the Tax 
Court should be commended for square; 
ly facing the issue passed over so many 
times before.?2 % 


S liquidation rule 


opposed at hearing; other issues raised 


ecciesompapd FEW OBJECTIONS were 
raised by practitioners at hearings on 
the proposed Subchapter S$ regulations. 
The hearings were well attended, both 
by representatives of the 
branches of the National Office of the 
Internal Revenue Service, the Treasury 


various 


Department, and by _ private _ practi- 
tioners; but objections which were made 
concentrated on relatively few aspects 
of the regulations. It was clear that a 
large part of the practitioners’ fire was 
directed at Section 1.1372-1(a)(2) which 
provides that a corporation is not eligi- 
ble to make a Subchapter S election “‘if 
it is in the process of complete or par- 
tial liquidation, if it has adopted a plan 
of such liquidation, or if it contemplates 
such liquidation or adoption of a plan 
of such liquidation in the near future.” 

J. Paul Grogan of the national ac- 
counting firm of Arthur Andersen and 
Co., stated that there is no provision in 
Subchapter S§ itself which denies to a 
corporation, the 


otherwise qualified, 


right to make an election under Section 





1372 merely because the corporation is 
in the process of liquidation or has there- 
tofore adopted a plan of liquidation; 
nor can any inference be drawn from 
the committee reports accompanying the 
law which indicates an intent on the 
part of Congress to deny this right to 
such a corporation. Moreover, the pro- 
posed regulation would operate with 
discriminatory effect since some other- 
wise qualified corporations will be able 
to make an election for years when they 
are in liquidation, but others will not, 
depending solely on when the “con- 
templation” of liquidation begins. For 
example, a corporation can make an 
election in one year and then liquidate 
in a following year and obtain the bene- 
fits of Subchapter S in the year of 
liquidation. This result follows under 
subsection (d) of Section 1372, since a 
valid election is not terminated by a 
liquidation. But the corporation which 
adopts a plan of liquidation in the year 
of election would be denied the benefits 


of Subchapter S. Furthermore, Mr. 
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Grogan pointed out, the provision in 
this paragraph that a corporation is not 
eligible to make an election if “. . . it 
contemplates liquidation . . . in the near 
future . . .” is objectionable; the act of 
contemplating is subjective and any in- 
terpretative regulation ought to set up 
objective standards. In addition, the 
phrase “in the near future” means dif- 
ferent things under different conditions 
to different men. Mr. Grogan argued 
that if there is to be any such restric- 
tion in the regulations on liquidating 
corporations, an election should be 
denied effect only if a formal or de 
facto plan of liquidation is adopted by 
a corporation within a specific period 
of time after the exercise of the elec- 
tion. 

E. Randolph Dale and George Berl- 
stein of the New York City law firm of 
Chapman, Walsh & O’Connell associated 
themselves with Mr. Grogan in object- 
ing to proposed Section 1.1372-1(a)(2). 
They emphasized that the statute itself 
nowhere indicates that the provisions of 
Subchapter S:are not to be applicable 
to otherwise qualified corporations 
merely because they are in the process 
of liquidation, or if liquidation is con- 
templated. Section 1372(a) clearly pro- 
vides that “except as provided in subsec- 


tion (f), any corporation may 


elect .. .”. Thus, the definition of an 
eligible corporation as set forth in 
Section 1372(a) fails to suggest that 


liquidating corporations should, because 
of that fact alone, be excluded from the 
provisions of Subchapter S. Further- 
more, the report of the Senate Finance 
Committee and of the Conference Com- 
mittee are equally barren of any lan- 
guage or suggestion which could justify 
this restriction. 

Messrs. Dale and Berlstein stated that 
the only obvious purpose of paragraph 
1.1372-1(a)(2) is to prevent the applica- 
tion of Subchapter S to collapsible 
corporations. But it must be presumed 
that Congress and the draftsmen of Sub- 
chapter S intended that. these provi- 
sions should be applicable to collapsible 
corporations, since it has been the in- 
variable legislative practice in the past 
to indicate specifically, either in the 
statute itself or in the committee re- 
ports, whether or not a particular pro- 
vision is to be inapplicable to a particu- 
lar class of taxpayer. For example, the 
provisions of Sections 333(a) and 337(c) 
(1)(A) specifically make both these 
liquidation sections inapplicable to col- 
lapsible corporations. Only if the Con- 
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gressional draftsmen were guilty of an 
error of the grossest type could it be 
said that the exclusion of collapsible 
corporations from application of Sub- 
chapter S was intended but not ex- 
pressed. 

Messrs. Dale and Berlstein also ex- 
pressed the view that there is no reason, 
as a matter of policy, why Subchapter S 
should not be applicable to collapsible 
corporations. The collapsible corpora- 
tion provisions were designed to prevent 
taxpayers from converting ordinary in- 
come into capital gain by use of a corpo- 
ration. Under Subchapter S, an electing 
corporation’s stockholders are taxed as 
individuals and the corporate form is, 
in effect, disregarded. Under such cir- 
cumstances, it can hardly be said that 
the stockholders are using the corporate 
form for anything, regardless of what 
their intention may have been when the 
corporation was formed. On the con- 
trary, by electing under Subchapter S, 
they express a desire not to use the cor- 
porate form and there is no reason why 
they should not be permitted to do so. 

Harry Stickney of the firm of Paxton 
& Seasongood of Cincinnati, Ohio, also 
spoke in opposition to the proposed sec- 
tion of the Regulations that would pre- 
vent corporations in partial or complete 
liquidation from electing under Sub- 
chapter S. He pointed out that the 
definition of complete or partial liqui- 
dation, among other things, is very 
vague and that a corporation may not 
be able to know when it is, in fact, in a 
state of partial liquidation for purposes 
of this provision. It was also pointed out 
that this provision would penalize many 
liquidating corporations that are not, in 
fact, collapsible corporations. 

Moses Rosenfeld of the Baltimore, 
Maryland, law firm of Blades and 
Rosenfeld, objected to the proposed 
language of Section 1.1371-l(c), which 
states that “. .. the term ‘small business 
corporation’ means a corporation which 

. does not . . . (2) have as a share- 
holder a person (other than an estate) 
who is not an individual. . . .” He said 
that the effect of this language would 
be to hold that the use of a pure voting 
trust by otherwise qualifying stock- 
holders would disqualify a corporation 
under Subchapter S. Mr. Rosenfeld 
stated that a voting trust is not recog- 
nized as a taxable entity, pays no in- 
come tax and files no income tax re- 
turns; it is created substantially for the 
convenience of stockholders and the 
proposed Regulation should be modified 
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so that’a corporation would not be pre- 
vented from electing under Subchapter 
S solely because its stock may be held in 
a voting trust. It would be very simple 
to add the additional safeguard that the 
voting trustees should furnish to the 
Commissioner the same information as 
to changes in holders of certificates as 
the proposed Regulations now require 
a corporation to furnish as to its share- 
holders. Voting trust certificates are 
treated as stock under other provisions 
of the Internal Revenue Code as, for 
example, Section 303(a), said Mr. Rosen- 
feld. 

Rolla D. Campbell, of the National 
Council of Coal Lessors, Inc., objected 
to the definition of royalties now con- 
tained in Section 1.1372-4(b)(5)(iii) of 
the proposed Regulations dealing with 
rents, royalties, and other kinds of in- 
come, receipt of which can under cer- 
tain circumstances terminate an elec- 
tion. He objected particularly to the 
sentence which states that “. . . the pro- 
visions of Section 631(b) and (c) 
have no application in determining 
whether payment with respect to timber, 
coal, . . . are royalties for purposes of 
this subdivision.” Mr. Campbell stated 
that, in Sections 631(b) and (c), Congress 
showed that it regards coal and timber 
payments where an economic interest 
has been retained as capital gain rather 
than royalties; and that this section was 
surely well-known to the draftsmen of 
Subchapter S in using the term royalties 
in Subchapter S. Mr. Campbell stated 
that the only capital gains included in 
the definition of personal holding com- 
pany income in Subchapter § itself are 
those arising from the sale of securities 
and, applying the principle of expressio 
unius est exclusio alterius (the expres- 
sion of one thing is the exclusion of an- 


other) he concluded Congress must have 
intended not to have included in the 
term royalties payments consistently 
treated as capital gains. Mr. Campbell 
pointed out that Congress has else. 
where in the Code made explicit refer. 
ences to coal and timber royalties when- 
ever it has desired to have such pay- 
ments treated as royalties and referred 
in this connection to Section 272 (re. 
lating to disposal of coal), Section 87] 
(relating to the tax on non-resident alien 
individuals), Section 881 (relating to the 
tax on foreign corporations not engaged 
in business within the United States) 
and Section 1441 (relating- to the with- 
holding tax on non-resident aliens). It 
was pointed out that Section 631 itself 
was amended in 1958 and Congress 
clearly had this section before it when 
it was writing Subchapter S. The Service 
is thus misinterpreting the manifest 
intention of Congress by treating pay- 
ments of timber and coal royalties as 
royalties for purposes of Subchapter S. 

Similarly Harry J. Gerrity of the Na- 
tional Association of Building Owners 
and Managers, objected to the proposed 
definition of rents in this same section 
(Section 1.1372-4(b)(5)(iv)). It excludes 
from the definition of rent payments for 
the use or occupancy of rooms where 
significant services are rendered (such as 
hotels, apartment houses or motels). 
However, it does not exclude rents from 
office buildings. Mr. Gerrity pointed out 
that office building management fur- 
nishes significant services to tenants, 
such as janitor and cleaning services, 
and that the proposed regulations 
should be modified to eliminate this dis- 
crimination against small corporations 
owning office buildings as compared 
with small corporations owning hotels, 
motels and apartment houses. ® 


Group retains proposal to limit deduction 


on contribution of Section 306 stock 


ya INTERNAL REVENUE Cope oF 1954 
added Section 306 to deny the benefit 
of capital gains upon sale of other-than- 
common stock that had been received 
as either a non-taxable dividend or in a 
reorganization. The other-than-common 
stock so received becomes Section 306 
stock and upon its disposition the stock- 
holder is treated as receiving ordinary 


by GERALD W. BROOKS 


income. The loophole plugged is the 
famous preferred stock bailout illus- 
trated by Chamberlin (CA-6,1953) 207 
F.2d 462; cert. den. (1954) 347 U.S. 918. 

Study of this problem by the Sub- 
chapter C Advisory Group resulted in 
their recommending amendments to 
bring within the scope of the section 
certain dispositions that were outside 
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the existing statutory language. The re- 
vised report makes only minor changes 
in the original proposals, one of the 
most important of which was the recom- 
mendation that the deduction allowable 
for the charitable contribution of Sec- 
tion 306 stock be severely curtailed to 
prevent that method disposing of such 
stock without tax, indeed with the bene- 
fit of a deduction. 

Under existing law, the holder may 
make a charitable contribution of Sec- 
tion 306 stock and obtain an income 
tax deduction for an amount which to 
him represents a distribution of corpo- 
rate earnings and profits on which he 
has paid no tax. At the same time he 
keeps his control of the corporation. Al- 
though the Section 306 stock (normally 
preferred stock) would be subject to 
ordinary income tax if the shareholder 
sold or redeemed it, no tax will be in- 
curred by the 
makes a charitable contribution of it, 


shareholder when he 


since there is no ‘amount realized” on 
the charitable contribution, and hence, 
Section 306(a)(1)(A) does not operate. 
That the fair market value of the stock 
is the measure of the contribution (sub- 
ject of course to the limitations of Sec- 
tion 170(b)), see Rev. Rul. 57-328, CB 
1957-2, pg. 229. The Advisory Group was 
convinced that this loophole in the 
statute was one type of preferred stock 
bailout of corporate earnings and profits 
that Section 306 was intended to reach. 
The Group explained that it felt that 
a charitable contribution of 306 stock is 
different ordinary 
charitable contributions of stock to war- 


sufficiently from 
rant a limitation on the deduction. 

The Advisory Group 
amend Section 170 by adding this limi- 
tation reduce the 
amount of any charitable contribution 
of Section 306 stock for purposes of 
computing the amount of the charitable 


preferred to 


which operates to 


contribution, by the amount which 
would have been taxed at ordinary in- 
306 had the 


stock been sold. The .\dvisory Group de- 


come rates under Section 


clined to adopt the alternative of impos- 
ing a tax on the donor at the time of the 
contribution. 


Exchanges and capital contributions 
Section 351 (same as Section 112(b)(5), 
1939 Code) provides that no gain or 
loss shall be recognized if property is 
transferred to a corporation by one or 
more persons solely in exchange for 
stock or securities in such corporation 
and immediately after the exchange, 











such person or persons are in control of 
the corporation (own 80% or more of 
the stock). Section 306(b)(1) excludes 
this non-taxable disposition of Section 
306 stock from the application of Sec- 
306(a)(1). Thus an owner of Sec- 
tion 306 stock disposing of it in a tax 


tion 
free reorganization will not be taxed. 
Similarly a capital contribution of Sec- 
tion 306 stock to a 
taxation under the pruvisions of Section 
306(a)(1) because normally there is no 
“amount realized,” upon which to base 
the tax. Of course, the Section 306 
stock transferred to the corporation in a 
non-taxable exchange under Section 351 
remains Section 306 stock in the hands 
of the transferee, the corporation. Simi- 
larly Section 306 stock which is trans- 
ferred by gift retains its status as Section 
306 stock in the hands of the donee. 
(Regs. Section 1, 306-3(e)). 

Furthermore, the stock received in ex- 
change for the Section 306 stock in the 
Section 351 exchange might be character- 
ized under present law as Section 306 
stock in the hands of the transferor. Cf. 
Section 306(c)(1)(A) and (B)(ii). 

Under the statute as 
there are two factors that might operate 
to permit the ultimate avoidance of the 
tax that Section 306 proposes to col- 
lect. First, it is not clear whether Section 
306(c)(1) (defining 306 stock) is super- 
seded by Section 306 (c)(2) (excluding 
stock no part of the distribution of 


rporation esca pes 


now written, 


which would have been a dividend at 
the time of distribution if money had 
been distributed in lieu of the stock). 
Thus in case of Section 306 stock trans- 
ferred to a corporation in a taxfree ex- 
change, it is uncertain whether the Sec- 
tion 306 stock when held by the trans- 
feree corporation escapes characteriza- 
tion as Section 306 stock if the transferee 
corporation has no earnings and profits 
at the time of the exchange. Second, it 
is uncertain which date of distribution is 
to be used for purposes of Section 306 
(a)(1)(A)(ii). This section spells out the 
methods by which proceeds of disposi- 
tion of Section 306 stock are separated 
into the portion taxed as a dividend and 
the portion given ordinary capital gain 
treatment. The portion taxed as a divi- 
dend is defined as “such stock’s ratable 
share of the amount which would have 
been a dividend at the time of distribu- 
tion if (in lieu of Section 306 stock) the 
corporation had distributed money in an 
amount equal to the fair market value of 
the stock at the time of distribution.” 
The Advisory Group report states its 
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[Gerald W. Brooks is associated with Mr. 
David Altman, Chicago, and is a former 
Assistant Regional Counsel of the In- 
ternal Revenue Service.] 





belief that it is undesirable to create 
two sets of Section 306 stock in every 
Section 351, or capital contribution case, 
and that the opportunities for tax avoid- 
ance that may exist by employing a 
different entity should be 
eliminated. Accordingly, it proposes to 
amend Section 306(a)(1) by adding at 
the end the following new sentence: “If 
the disposition is a contribution to the 


corporate 


capital or paid-in surplus of another cor- 
poration the shareholder shall be treated 

as realizing on the transfer an 
amount equal to the fair market value 
of the stock at such time.” 

In addition, the Group would expand 
the definition of taxfree exchanges by 
amending Section 35l(a) to read: “No 
gain or loss shall be recognized if prop- 
erty is transferred to a corporation by 
one or more persons solely in exchange 
for stock or securities in such corpora- 
tion and immediately after the exchange 
such person or persons are in control (as 
defined in Section 368(c)) of the corpora- 
tion. For purposes of this section, stock 
or securities issued (1) for services, or 
(2) for Section 306 stock, but only to the 
extent of that part of the amount real- 
ized from such disposition which would, 
under Section 306(a)(1)(A) be treated 
as gain from the sale or property which 
is not a capital asset, shall not be con- 
sidered as issued in return for property 
other than for the purposes of determin- 
ing whether the person or persons trans- 
ferring property are in control of the 
corporation.” 

Should this amendment be adopted, 
the holder of Section 306 stock would 
be taxed on a transfer of it in a Section 
351 transaction just as if he had sold the 
306 stock. Of course, he would have the 
opportunity to come within the excep- 
tion now in the statute and would escape 
such a dividend tax if the disposition 
is shown to be a termination of his in- 
terest or if he can show to the satisfac- 
tion of the Commissioner that the dis- 
position was not in pursuance of a plan 
having as one of its principal purposes 
the avoidance of Federal income tax. 

The proposed amendment to Section 
351 is worded so as to limit its opera- 
tion to denying the benefits of Section 
351 to the recipients of stock or securi- 
ties issued in exchange for services or 
for Section 306 stock, and still permit 
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them to be treated as transferors for the 
purpose of meeting the control test. 
The Advisory Group report states this 
is believed necessary in order to prevent 
penalizing the property transferors by 
Section 351 inapplicable to 
everyone because of failure to meet the 
control test. 


making 


Stock for dividend arrears 


Under present law common stock dis- 
tributed in payment of arrearages on 
preferred stock is Section 306 stock to 
the extent that the distribution is not 
excluded under Section 305(b)(1) as 
common stock distributed in discharge 
of preference dividends for the taxable 
year and the immediately preceding tax- 
able year. On the other hand, stock re- 
ceived in a reorganization or separation 
(Section 306(c)(1)(B)) is stock other than 
common stock. Hence, common stock 
received in a recapitalization, in dis- 
charge of preference dividends, cannot 
be Section 306 stock even if in discharge 
of preference dividends for years other 
than the taxable year or preceding tax- 
able year. The Advisory Group report 
states its belief that the treatment of 
common stock distributed in a reorgani- 
zation should be conformed in principle 
to the treatment of common stock dis- 
tributed as a dividend; i.e., to the extent 
not taxable, such stock should be treated 
as Section 306 stock. 

The Advisory Group further states 
that since the effect of a transaction in 
which preferred stock is exchanged for 
common, is to downgrade the preferred 
stock generally in a situation which re- 
sults in a reduction in value of the 
stockholder’s interest, such a case is not 
properly within the framework of Sec- 
tion 306. 

Donees’ basis 

The group saw the possibility of a tax 
advantage accruing to a donee of Sec- 
tion 306 stock where the fair market 





*Collapsible test applied to realized in- 
come. In determining whether a corpo- 
ration is collapsible (in that it was 
formed or availed of with a view to the 


sale or exchange of its stock by its stock- 
holders prior to the realization by the 
corporation of a substantial part of the 
net income to be realized from its prop- 
erty), the court holds the question to 
be decided is whether the realized in- 


New corporate decisions this month 


July 1959 


value ‘of the stock at time of gift is 
higher than the donor’s adjusted basis 
and the donee disposes of the stock at 
a loss. The Advisory Group report states 
its belief that it is desirable to amend 
Section 306(c)(1)(c) to make it entirely 
clear that Section 306 stock will con- 
tinue to be regarded as Section 306 stock 
in the hands of a donee. As the Code 
now stands it includes, in the definition 
of Section 306 stock, stock the basis of 
which is determined by reference to the 
basis of Section 306 stock. Of course, 
when the donee of property sells it at a 
loss the basis is determined by reference 
to its value at receipt not the donor's 
basis. The Group proposes to add to 
this definition the phrase basis “for the 
purpose of determining gain” to make 
it clear that the donee disposed of Sec- 
tion 306 stock. 


Constructive ownership 

The Advisory Group proposes an 
amendment to make it clear that, for the 
purpose of determining the extent to 
which the effect of a transaction de- 
scribed in Section 306(c)(1)(B), (stock 
other than common received tax-free in 
a reorganization, or in an exchange to 
which Section 355 applies) was sub- 
stantially the same as the receipt of a 
stock dividend. Section 318 (a) shall 
apply to the extent generally applicable 
in the determination of whether a dis- 
tribution, redemption, or exchange, as 
the case may be, is equivalent of a divi- 
dend. The purpose is illustrated by an 
example in the report of a husband and 
wife each owning half the common stock 
in a corporation, which is recapitalized 
so that the wife owns only preferred 
stock and the husband owns only com- 
mon stock. The amendment is to make 
clear that in such a case the preferred 
stock would be 306 stock in the hands of 
the wife, provided the transaction would 
otherwise come within the definition 
contained in Section 306(c)(1)(B). w 


come is a substantial part of the net 
income to be derived from the prop- 
erty, and not whether the unrealized 
income is a substantial part of such net 
income. Having found that the amount 
of net income realized by a corporation 
prior to a sale of its stock by its stock- 
holders (taxpayers here) was approxi- 
mately one-third of the net income to 
be derived from the property, the court 





concludes one-third is a substantial part 
and accordingly rules the corporation 
not collapsible. 

Five judges dissent on the ground 
that the substantial test is to be made 
with reference to the unrealized income, 
and, further, that less than 50% of the 
amount of income to be realized cannot 
be treated as substantial. [See comment, 
page 10—Ed.] Kelley, 32 TC No. 11. 


Wherry Act housing corporation col- 
lapsible. Gain derived by taxpayers 
upon the redemption of part of their 
stock in rental housing projects is found 
to be ordinary income. The corporations 
were collapsible. The corporations built 
rental housing under the Wherry Act at 
Fort Bragg. The stock redeemed, Class 
B, had originally been issued to an archi- 


-tect but was later acquired by taxpayers, 


whose Class A was not redeemed. The 
court considered it immaterial whether 
the distributions in redemption of the 
stock was paid out of mortgage loans or 
whether they were made out of rentals 
received by the corporations. In either 
event the gain was attributable entirely 
to the properties constructed and was 
distributed before the corporations 
realized a substantial part of the total 
net income to be derived from them. 
Furthermore, the court holds a corpora- 
tion may be collapsible even though it 
continues in existence and retains the 
property. Bryan, 32 TC No. 10. 


No gain on transfer of appreciated 
property in redemption. Taxpayer's 
stock was owned by its employees and 
there was an agreement requiring re- 
purchase at a fixed price upon the em- 
ployee’s retirement. In repurchasing the 
stock of one employee the corporation 
transferred appreciated property of a 
market value equal to this price. The 
corporation reported the gain on the 
appreciated property and now seeks re- 
fund. The court allows the refund. The 
transaction was, it finds, a partial liqui- 
dation, not a sale of the appreciated 
property. Partial liquidations are tax 
free and so no tax is due here. Johnson, 
Carvell & Murphy, DC Calif., 3/27/59. 


*Stockholder’s interest not terminated 
if he has right to name director. A 
shareholder, all of whose stock of a 
corporation had been redeemed, asks 
about the effect of an agreement with 
the remaining shareholders, all of whom 
are related to him, giving him the right 
to nominate a member of his law firm 
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as a director of the corporation to pro- 
tect his interests as a creditor. The 
Service rules that in the event of such an 
agreement the stockholder’s interest in 
the corporation cannot be considered 
as terminated, and the redemption will 
be treated as a distribution taxable as a 
dividend. The stockholder may, how- 
ever, designate a representative to at- 
tend the board meetings solely to deter- 
mine whether the terms of the stock 
redemption agreement have been com- 
plied with and still qualify under the 
provisions permitting the redemption 
to be treated as in full payment for the 
stock. Rev. Rul. 59-119. 


Retirement of 50% of preferred not 
essentially equivalent to a dividend. The 
retirement and redemption by a corpo- 
ration in the jewelry business of 50% of 
its preferred stock in 1946 through the 
distribution of U. S. Treasury bonds 
then held by the corporation, is ruled 
not essentially equivalent to the dis- 
tribution of a taxable dividend. The 
court indicated that the corporation had 
purchased the bonds during the war 
years for $50,000 cash, which sum it 
informally segregated and intended to 
use after the war in financing certain 
watch distributorships. When early in 
1946 the company learned it couldn't 
secure the distributorships, it effected 
the redemption of part of the deferred 
by distributing the bonds in payment 
for stock. Est. of Frisch, TCM 1959-74. 


*Income on sale of discounted notes 
despite Section 337 election. A corpo- 
ration on the cash basis adopted a plan 
of complete liquidation under Section 
337 (no gain on sale of assets within 12 
months of liquidation) and sold all of its 
assets, including discounted notes. It is 
ruled to have realized ordinary income 
on gain from the sale of the notes; the 
gain represents interest income earned 
but not received by the corporation at 
the time of the sale. The IRS points out 
that if taxpayer does not report this in- 
come it would escape tax in the hands 
of the buyer who reports only that ac- 
crued after purchase. 337 is intended to 
defer tax on appreciation not on ordin- 
ary accruals. Rev. Rul. 59-120. 


Kimball-Diamond doctrine extends to 
intangible assets. In a brief opinion the 
court holds that the Kimball-Diamond 
doctrine (187 F.2d 718) is applicable to 
taxpayer who acquired the stock of a 
group of corporations to obtain all of 


their assets, tangible and intangible. 
Thus taxpayer may use as the basis of 
the property received in liquidating the 
corporations the cost of the stock of 
the corporations. It need not use as its 
basis the basis of the property in the 
hands of the predecessor corporations, 
the general rule applicable to property 
received in liquidation. M.O.J. Corp., 
DC Texas, 3/17/59. 


*Corporation acquired by new interests 
can carry forward loss of former busi- 
ness. [Non-acquiescence]. Taxpayer in- 
curred substantial losses in 1949, 1950 
and 1951 in selling home appliances. In 
1951, after the appliance business had 
been terminated, a partnership dealing 
in automobiles acquired a majority of 
taxpayer’s stock, transferred the auto- 
mobile business to taxpayer and changed 
taxpayer’s name. Taxpayer claimed a 
carryforward of its losses to 1952 and 
1953. The Commissioner argued that 
the rule of the Libson Shop case (353 
U.S. 382) would deny the loss carry- 
forward because the auto business that 
is here claiming the loss carryover had 
not suffered the loss. The court replied 
that the facts in Libson were different 
and, moreover, a footnote to that opin- 
ion added that the Supreme Court was 
not passing on situations in which a 
single corporation changed the charac- 
ter of its business. The Tax Court there- 
fore held Libson inapplicable. Nor is 
the carryover forbidden by Section 129; 
that section denies an allowance to a 
company which acquires property or 
control for the principal purpose of 
avoiding tax by securing the credit or 
allowance. The taxpayer here acquired 
nothing. The Tax Court thus adhered 
to its comment on the application of 
Section 129 made in Alprosa Watch (11 
TC 240) where, however, it was dictum 
since Section 129 was not applicable to 
the year there in issue. [While the 1954 
Code provides specific rules governing 
the carryover or carryback of operating 
losses upon change in control of a cor- 
poration, Section 129 (Section 269 of 
the 1954 Code) is still applicable to 
situations not specifically covered by the 
statute.—Ed.] British Motor Car Dis- 
tributors, Ltd., 31 TC 437, non-acq., 
IRB 19. 


Exchange of stock for debentures, tax- 
exempt in recapitalization. An exchange 
of their stock by a critical minority 
group of stockholders for 20-year deben- 
tures of the same company is a recapital- 
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*kindicates a case or ruling of un- 
usual importance. 


*indicates a case or ruling having 
some novelty or unusual interest. 











ization and hence a tax exempt reorgani- 
zation. The court points out that the 
continuity of interest doctrine was de- 
veloped in merger and consolidation re- 
organizations and finds it inapplicable 
in the recapitalization of a single corpo- 
ration. Hickok, 32 TC No. 8. 


Construction advances were capital con- 
tributions. Taxpayer organized a sub- 
sidiary to construct a motion picture 
theater for Negroes in Akron, Ohio. 
Apparently Negroes in the north did not 
“prefer” to attend segregated theatres 
as they did in the south, and the project 
was a failure, and the sponsor had to 
advance money continuously, in de- 
termining how much was capital and 
how much was loan (for which a bad 
debt deduction is allowable) the court 
drew a distinction between advances 
used to finance construction and those 
used to meet operating costs. Bijou- 
Pensacola Corp., DC Fla., 4/23/59. 


Advances to corporation were loans, not 
capital contribution. No facts are given, 
and the reason for the decision is not 
clear. The jury found that taxpayer was 
in the business of promoting corpora- 
tions and that loans to certain controlled 
corporations were to be treated as such, 
rather than capital contributions. Vari- 
ous loans became worthless in 1949 and 
1950, but the court reversed the jury’s 
determination as to 1950, treating those 
as nonbusiness bad debts ‘“‘as a matter 
of law.” Shuff, DC Ala., 4/15/59. 


Recapitalization taxable; debentures 
were dividend. Taxpayer was principal 
stockholder of a corporation which 
issued pro rata new stock and deben- 
tures in exchange for its outstanding 
stock. A surplus 
existed. The taxpayer immediately re- 
turned a portion of the debentures to 
the company that same day in payment 
of a substantial indebtedness which he 
had accumulated. A loan to the corpo- 
ration by him was also cancelled in this 
transaction. Although the corporation 
contended that the transaction was in- 
itiated solely because of the demands of 
the bank, the bank loan officer testified 
that the transaction did not improve the 


substantial earned 


is * 
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financial position of the company as a 
borrower. The Tax Court held the ex- 
change does not qualify as a tax free re- 
organization and regards the transaction 
with respect to the debentures as es- 
sentially equivalent to the distribution 
of a dividend. This court affirms as to 
this issue, but reverses the holding that 
taxpayer realized taxable income to the 
extent that the cancelled indebtedness 
exceeded the basis of the debentures 
and accrued salary surrendered. The 
cancellation of the loan to the corpora- 
tion was part of the consideration, so 
that no dividend was realized to the 
extent of this loan balance. Ortmayer, 
CA-7, 4/15/59. 


Payments to stockholder in excess of 
reasonable compensation are dividends 
[Certiorart denied]. ‘Taxpayer-corpora- 
tion was organized by a group of doc- 
tors to provide medical and surgical care 
The staff doctors, 
stockholders, billed the 
corporation on the basis of a_prede- 


to subscribers. who 


were also the 
termined schedule of fees which in some 


instances were below reasonable com- 
pensation for the work performed. Tax- 
payer paid the billings in installments, 
including a percentage of its net profits. 
As a result, the payments eventually 
totaled about 125% of the billings. The 
Tax Court held that corporate payments 
to the doctors to the extent of 100% of 
their billings for services rendered was 
reasonable compensation deductible as a 
business expense. Any payments in 
excess of such billings are to be treated 
The Ninth 


Circuit affirmed. Voluntary payments in 


as dividend distributions. 
excess of those contractually required 
were not necessary and, therefore, not 
deductible. Klamath Medical 
Bureau, cert. den., 4/20/59. 


Service 


not attributable to 
parent. Taxpayers were stockholders of 


Subsidiaries’ losses 
a corporation which made a distribution 
when it had enough earnings and profits 
to qualify the distribution as a dividend; 
however, its subsidiaries had deficits 
larger than the parent’s surplus. The 
had filed 


ever since its formation and the parent 


group consolidated returns 
had followed the policy of reimbursing 
the subsidiaries for their losses; they had 
paid over any profits. The District Court 
held that taxpayer-stockholders received 
a dividend. That the corporations may 
be considered as one taxpayer for the 


purpose of the corporation tax does not 
affect their individuality for the pur- 
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pose of ‘determining what is a dividend. 
The reimbursing of the losses of the 
subsidiaries by the corporation was not 
a reduction of the parent’s earnings and 
profits, it was an increase in the capital 
investment of the parent in the sub- 
sidiary. This court affirms, distinguish- 
ing between reimbursement necessary to 
the parent’s business (i.e. where sub- 
sidiary is its chief source of supply) and 
payments for subsidiary expansion as 
was the case here. Freedman, CA-6, 4/ 
21/59. 


Section 102 penalty surtax imposed. A 
corporation engaged in the business of 
operating a leasehold is found to have 
accumulated surplus beyond its reason- 
able business needs for the purpose of 
avoiding the imposition of surtax upon 
its sole stockholder. The record 
cated a consistent and substantial in- 
crease in working capital, and in absence 
of any immediate requirement in the 
business operations for such accumula- 
tion. Dress Co., 32 TC No. 9. 


indi- 


Salaries and bonuses to officer-stock- 
holders found reasonable. A closely held 
corporation in the business of pattern- 
making substantially increased the sal- 
aries paid to its four officer-stockholders 
by basing their salaries upon a_ profit 
sharing bonus plan. On the ground 
that the officers were exceptionally cap- 
able, (and well trained in the highly 
technical field of patternmaking) the 
court upholds the increased salaries as 
reasonable. Superior Pattern & Mfg. Co., 
TCM 1959-70. 


Lawyer taxable on income of foreign 
PHC, in September 1951, taxpayer, a 
well known Washington tax lawyer, be- 
came the holder and owner of 95% of 
the outstanding shares of a Canadian 
corporation whose assets consisted solely 
of marketable securities, as part of his 
fee arrangements with the Patrenotre 
family whose extensive tax litigation he 
was handling. The stock had previously 
been owned by one of the Patrenotres, 
a resident of France, who had assigned 
the stock to the U. S. Treasury as se- 
curity for substantial unpaid tax liabili- 
ties. Taxpayer acquired the stock sub- 
ject to any liens the Treasury may have 
had. The court holds the Canadian cor- 
poration is a foreign personal holding 
company, and even though taxpayer 
argued at trial he had no_ beneficial 
ownership in the stock, having stipu- 
lated with the Commissioner that he 


was the “owner,” the court assumes that 
term was meant to include beneficial 
ownership as well as bare legal title. Ac. 
cordingly, taxpayer is required to in. 
clude in his personal return 95% of the 
corporation’s undistributed net income. 
Furthermore, in spite of the fact that 
taxpayer acquired his stock in Septem- 
ber 1951, the court states he cannot re- 
strict his liability to the corporate un- 
distributed net income earned after that 
date. Under the clear terms of the 
statute, however harsh the result may 
be, since taxpayer owned the shares on 
the last day of the corporation’s taxable 
year, he must report the undistributed 
income, earned by the corporation for 
its entire year. Alvord, 32 TC No. 1. 


Service contract did not specify stock- 
holder as performer; PHC tax not ap. 
plied [Acquiescence]}. 96% of taxpayer's 
stock was owned by its chief executive, 
an engineer of long experience. In the 
years at issue, over 80% of the corpora- 
tion’s income came from two contracts 
which the Commissioner asserted were 
“personal service contracts” because the 
services of the stockholder either were 
required by the contract or could be de- 
manded by the client. As to one con- 
tract, a letter from a client to taxpayer, 
the court finds the reference to “you” 
in specifying the service to be performed 
refers to the addressee, the taxpayer, not 
the stockholder. It was not therefore, a 
personal service contract, and income 
from it was not personal holding com- 
pany income. Allen Machinery Corp., 
$1 TC No. 45. 


Guaranty payments on subsidiary’s loan 
not deductible on consolidated return. 
Taxpayer, together with its subsidiary 
and the subsidiary of the subsidiary, 
filed consolidated returns. The parent 
companies guaranteed the third corpo- 
ration’s bank loans and made payments 
on the guarantees when the borrowing 
company suffered operating losses. The 
District Court upheld the Commission- 
er’s determination that the 
payments are not deductible in the 
consolidated return. To allow the de- 
duction and also to permit the operat- 
ing losses to be offset against income 
of the parent corporations would result 


guarantee 


in a double deduction. The payments 
are applied to increase the basis of the 
investment in the loss company and the 
losses deducted reduces such investment. 
This Court affirms without opinion. 
Denton & Anderson Co., CA-6, 4/22/59. 
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NEW DEVELOPMENTS IN 


Tax-exempt institutions 


AND RELATED MATTERS 


Practitioners at hearing 
protest proposed regulations 


JAX MEN CONCERNED with the problems 
of exempt institutions are warned that 
the proposed regulations on Section 
501(c)(3) will, if enacted, work sub- 
stantial changes in the basic rules. At 
the hearings on these proposals held in 
Washington last month, an unusually 
large number of practitioners appeared 
to analyze in great detail the implica- 
tions of the new proposals and to pro- 
test that many long-established ways of 
operating would be made impossible. 

Because of the fundamental change in 
IRS policy proposed, strong protest was 
launched against their retroactivity. As 
proposed, they would be retroactive to 
1954. It was argued that it is poor policy 
to apply interpretative changes in the 
Regulations (as distinguished from 
changes made to conform to changes in 
the Code) retroactively and the IRS 
was urged to make the new require- 
ments apply prospectively only and to 
state that organizations affected by the 
new requirements will be given a rea- 
sonable time in which to comply. 

A provision whose retroactivity was 
particularly disturbing is that which de- 
fines the organizational and operational 
tests for exemption. The new organiza- 
tional test would deny exemption if the 
articles of incorporation or other docu- 
ments creating the organization gave it 
powers to engage, other than as an in- 
substantial part of its activities, in ac- 
tivities not in furtherance of exempt 
purposes. Many of those who appeared 
pointed out that numerous court deci- 
sions had applied the organizational test 
in terms of the facts of actual operations 
or other evidence of intent. Moreover 
the IRS itself has for many years placed 
greater weight on actual powers used 
than on the words of the charters, many 
of which, especially those of older or- 
ganizations, were worded very generally. 
It was urged that the Service treat or- 
ganizations previously ruled exempt as 
meeting the organizational test; the 
Service can fairly require new organiza- 








tions to meet this test and, of course, 
all must meet the operational test. 

The operational test would deny ex- 
emption if more than an insubstantial 
part of the organization’s activities are 
not in furtherance of an exempt pur- 
pose. 


Action organizations 


An “action” organization would meet 
neither the organizational or opera- 
tional test. As the Regulations define it, 
an action organization is one which de- 
votes a substantial part of its activities 
(or is empowered to do so) in attempt- 
ing to influence legislation as by urging 
members of a legislature to propose, 
support, or oppose legislation. Bar asso- 
ciations, crime commissions, and similar 
groups deplored this proposal. 

Objection was also made to the de- 
finition of an action organization as one 
whose main objectives may be attained 
only by legislation. Norman Sugarman, 
of Baker, Hostetler & Patterson, Cleve- 
land, expressed the opinion that, “This 
language may give rise to considerable 
controversy and is hardly in keeping 
with the other provisions of the regu- 
lations which establish fairly clear cut 
principles. The main or primary ob- 
jectives of an organization may be edu- 
cational and the Regulations recognize 
that an organization may be exempt as 
an educational organization where it 
engages in instruction of the public, 
even though it advocates a particular 
position or viewpoint and even though 
it advocates social or civic changes or 
presents opinions on controversial ques- 
tions with the intention of molding 
public opinion or creating public senti- 
ment to an acceptance of its views. The 
only limit on these provisions is that 
the organization must present a sufh- 
ciently full and fair exposition of the 
pertinent facts as to permit an indi- 
vidual or the public to form inde- 
pendent opinion or conclusions. Under 
these circumstances an organization may 
be exempt when carrying on such edu- 
cational activities and exemption should 
not be denied merely because in the 
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opinion of someone in the Revenue 
Service it will take legislation to bring 
about the full effect of the views of the 
organization. Thus, the language of the 
proposed regulations in making the test 
whether the objectives ‘may be attained 
only by legislation’ may be applied so 
as to make the determination of exemp- 
tion turn indefinitely on a matter of 
opinion. If, for example, the articles of 
the organization and the responsible 
officers both establish only educational 
purposes, then the Revenue Service 
should not be able to, as an inde- 
pendent determination, determine that 
the objectives of the organization can 
be accomplished only by legislation. 
The test should be whether in fact the 
purposes are legislative or the substan- 
tial part of the activities of the organiza- 
tion are legislative. 

“The distinction between ‘educational 
purposes’ and ‘legislative purposes’ is 
believed to be crucial because otherwise 
the language of the proposed Regulations 
can be applied by the Revenue Service 
to treat all educational organizations 
which express views on controversial 
matters as ‘action’ organizations; and in 
such case the regulations will have clari- 
fied nothing and merely created a point 
of conflict. Since the Government at all 
levels has invaded social and economic 
fields through either the enactment of 
legislation or the consideration of legis- 
lation, it is possible to treat almost any 
subject as one which is a possible sub- 
ject for legislation and hence the broad 
language of the proposed wording could 
conceivably be applied so as to deny the 
exemption for all organizations inter- 
ested in human conduct. 

“The proper distinction would seem 
to be indicated in the Birth Control 
League cases in which the organization 
was held not exempt when it engaged 
in extensive legislative activities, and ex- 
empt when it discontinued such legisla- 
tive efforts, although quite obviously in 
both cases the subject was controversial 
and one on which there could be legisla- 
tion. See Slee, CA-Z, 1930, 42 F.2d, 184; 
Faulkner, CA-1, 1940, 112 F.2d 987.” 


Research 


Many educational organizations repre- 
sented at the hearings were concerned 
over the example in the proposed regu- 
lation of a research organization classi- 
fied as educational; it was described as 
making “the results of such research 
freely available to the public.” Exempt 
laboratories that do work for sponsors 
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who finance such special projects and 
who make the results available only to 
the sponsor opposed this restriction. 
This restriction was described as found 
only in a special statutory provision ex- 
cluding certain research from unrelated 
business income and they asserted that 
the Treasury should not try to change 
the plan of Congress by using such 
special provision under the unrelated 
business income provision as a ground 
for denying exemption. 

Don V. Harris, Jr., of the Washing- 
ton, D. C. law firm, Covington and 
Burling asked that the definition of edu- 
cational specifically include along with 
1) those organizations which maintain 
a faculty and student body and (2) those 
which carry on research, give lectures 
or prepare written material, another 
classification—organizations composed of, 
and which are, an integral part of the 
operations of organizations which them- 
selves meet the test. He cited the Ameri- 


can Council on Education, American 
Alumni Council, American College 
Public Relations Association and _ var- 


ious associations of state colleges, of 
land-grant colleges, the athletic confer- 
ences, etc., etc. 

The proposed regulation says that or- 
ganizational and operational tests are 


not met if a trade or business is a sub- 
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stantial part of the organization’s activi- 
ties. The use of the word substantial as 
implying a volume test was objected to 
as not in accord with the cases which 
have generally looked to the reason for 
the and the 
exempt purposes. 


business its closeness to 

In support of this provision mem- 
bers of hotel organizations complained 
of unfair competition from exempt in- 
stitutions furnishing meals and lodging. 
They welcomed the substantial test. 


New decisions 





IPR denied summary judgment restor- 
ing exemption. The court holds that the 
engaging in controversial and partisan 
propaganda by taxpayer was sufficient 
grounds for denial of its tax exemption 
as an educational organization. How- 
ever, since this is an issue of the fact 
which must be tried. The court there- 
fore denies IRP’s motion for summary 
judgment. Institute of Pacific Relations, 
DC N. Y., 4/27/59. 


Salvation Army qualifies as a church. 
Contributions by individuals to the Sal- 
vation Army qualify for the extra 10% 
deduction for charitable contributions 
to a church, educational organization, 


or hospital. Rev. Rul. 59-129. 


New decisions affecting individuals _ 





Payments under supplemental agree- 
ment are alimony. Taxpayer paid his 
wife $150 a month alimony pursuant to 
a separation agreement incorporated in 
a divorce decree. Supplemental pay- 
ments of $100 a month made under a 
supplemental agreement executed after 
the divorce are held to have been made 
in discharge of a legal obligaiion of 
taxpayer arising out of the marital re- 
lationship, which obligation was in- 
curred by taxpayer under a written in- 
strument incident to the divorce. He is 
therefore entitled to deduct the supple- 
mental payments as alimony. Andrews, 


TCM 1959-80. 


Periodic payments to end before ten 
years after divorce are not taxable ali- 
mony [Acquiescence]. On February 13, 
taxpayer and her husband entered into 
a s€paration agreement which was in- 
corporated in a divorce decree on Feb- 
ruary 16. The principal sum provided 
in the agreement was to be paid within 
ten years from February 13. Since this 


period was less than ten years from the 
date of divorce, the payment was not 
a periodic payment and was not taxable 
io the wife. [Under the 1954 Code, the 
ten-year period starts from the date of 
the agreedent.—Ed.] Newman, 26 TC 
717. acq., IRB-19. 


NY annulment considered a divorce. 
Payments made for the care and main- 
tenance of a former wife under a decree 
annulling the marriage on the grounds 
of incurable insanity as provided in Sec- 
tion 7(5) of the NY Domestic Relations 
Law are, “periodic payments” -of aii- 
mony which are includible in the gross 
income of the former wife and are de- 
ductible by the husband. The IRS cites 
New York decisions pointing out that 
while the dissolution of a marriage on 
the ground of insanity is termed in New 
York an annulment, it would be con- 
sidered, under general rules of law a 
divorce, being for causes arising after 
the marriage. Hence, in interpreting 
the Federal tax law with reference to 


payments under a decree of divorce, 
these New York annulments are to be 
treated as divorces. Rev. Rul. 59-130, 


Wife taxed on half of community in. 
come even though separated from hus- 
band. In 1947 taxpayer and her hus- 
band, residents of Texas, separated, and 
while it would seem that both intended 
that the separation would be a perman- 
ent one, no agreement oral or other- 
wise dissolving the community was made 
during the separation. They were di- 
vorced in 1957. In the absence of an 
agreement dissolving the marital com- 
munity prior to divorce, the court holds 
that income received by taxpayer and 
her husband during 1951 constituted in- 
come to the community and was taxable 
one-half to each. Hill, 32 TC No. 23. 


Father entitled to dependency credits 
for children. A father who made an 
average weekly payment of $32.90 to his 
ex-wife for the support of his three 
children is held entitled to claim the de- 
pendency credits. From the standard of 
living of the children the court con- 
cludes that taxpayer paid over half their 
support. Milgroom, 31 TC No. 129. 


Divorced father denied exemptions for 
children. Payments by a divorced father 
of $20 a week for the support of his 
three children are found to have been 
considerably less than the sums furnished 
for the children’s support by _ their 
mother and step-father. Accordingly he 
is not entitled to the exemptions for the 
children. Linder, TCM 1959-69. 


Poker player convinces court his losses 
exceeded gains. The Commissioner in- 
creased taxpayer’s income by alleged 
gambling gains. Taxpayer claimed that 
he was a poor poker player, and that his 
losses from gambling exceeded the gains. 
He had the participants in the Friday 
night poker sessions with him as cor- 
roborating witness. The court decides 
the issue in favor of taxpayer. Close, 


TCM 1959-71. 


Cash expenses denied on failure to dis- 
close payees. Alleged cash expenses for 
advertising, travel, and entertainment 
had been disallowed by the Commis- 
sioner. At trial the taxpayer testified 
that the sums had been spent but re- 
fused on cross examination to divulge 
the identity of the recipients of the 
alleged payments. The court points out 
that a taxpayer is not required to ac- 
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count for every luncheon bought and 
every cocktail drunk in the course of 
business entertainment; but when an 
item is challenged it must be sup- 
ported by adequate evidence. A tax- 
payer who has access to such evidence 


and refuses to produce it cannot com- 
plain if a decision goes against him. Ac- 
cordingly it holds taxpayer failed to 
establish his right to the deductions of 
cash payments. Rosenstein, 32 TC No. 


7. 


Tree-farming a business not a hobby. 
Taxpayer, an investment broker, owned 
170 acres of land on which for several 
years prior to 1948 he unsuccessfully 
conducted cattle operations. These op- 
erations were discontinued, and by 1951 
the acreage was increased to 700, and 
converted to a “tree farm” through the 
planting of over 70,000 trees. Taxpayer 
expected eventually to sell the mature 
trees at a net profit of $1 each. The 
court finds the operation of the tree 
farm during 1951 was a business rather 
than a hobby, and permits taxpayer to 
deduct all expenditures connected with 
it. St. Germain, TCM 1959-73. 


Wages to minor children deductible as 
business expense. Reasonable wages paid 
by a father to his children for services 
rendered by them as his employees in 
his trade or business are deductible as 
ordinary and necessary business ex- 
penses even though the children use the 
wages for part of their own support. 
Rev. Rul. 59-110. 


Cost of settling civil claim and defend- 
ing criminal suit allowed as business 
expense [Non-acquiescence|. Taxpayer 
hired outside solicitors for magazine 
subscriptions and followed the policy of 
interviewing the husband of any pros- 
pective employee. He agreed to come 
to the home of an applicant because her 
husband was. she said, unable to come 
to taxpayer's office. After making the 
call, he was arrested on a charge of 
assault with intent to rape. The fees 
paid for defending taxpayer against the 
criminal charges (which were dismissed) 
and for advising him in relation to and 
procuring a settlement of the civil claim, 
together with a payment to the prospec- 
tive employee in consideration of a re- 
lease of civil liability, are held deducti- 
ble by the manager as ordinary and 
necessary business expenses. Four dis- 
sents; whether or not the taxpayer was 
innocent, the charge bore no relation to 





the business. Clark, 30 TC 1330, non- 
acq., IRB-19. 


Legal fees to secure release from mental 
institution not deductible. Attorneys’ 
fees paid for the purpose of securing 
taxpayer’s release from a mental in- 
stitution are personal expenses and 
hence not deductible. Oram, TCM 
1959-83. 


Termites must invade suddenly and eat 
quickly to make it a casualty. Taxpayer 
owned two homes both of which were 
damaged by termites. The court allows 
a casualty loss deduction with reference 
to one of the homes where the facts 
showed the termite infestation was sud- 
den, and the damage occurred in a rela- 
tively short period of time. It disallowed 
the deduction. claimed on the second 
house because the termite infestation 
there was shown to have occurred over a 
period of several years. Winsor, TCM 
1959-78. 


Casualty loss allowed in full [Acquies- 
cence}. A claimed loss in the amount of 
$12,500 for storm damage to a shore 
residence is allowed in full. Taxpayer 
introduced the deposition of a local 
realtor and appraiser to establish the 
amount of the loss, and the Commis- 
sioner offered no evidence in opposition. 
Little, 31 TC 65, acq., IRB-19. 


Travel within area of employment is 
not away from home. Taxpayer’s em- 
ployment consisted of supervisory and 
maintenance work in connection with 
two mineral leases. His travel between 
the leases (which were five miles apart) 
and his travel to areas 25 and 7 miles 
from his home in connection with his 
work, is held not to qualify as travel 
away from home so that the expenses 
could not be deducted for adjusted gross 
income. However, the court does permit 
taxpayer to deduct as travel expenses 
away from home the cost of making a 
one-day monthly round trip to a city 84 
miles away in connection with his em- 
ployment; but the cost of the noonday 
meal at this distant city is considered 
a personal expense and is not deduct- 
ible. Winn, 32 TC No. 19. 


Payment for possible future defama- 
tion is income; no damage shown. Peti- 
tioner’s deceased husband was Billy 
Meyer, former manager of the Pitts- 
burgh Pirates. He was at the helm in 
1951 when MGM studios planned a 


New personal decisions * 21 


motion picture about the team in which 
the manager was to be portrayed as a 
very unsavory character. For his inva- 
sion of his right of privacy and possible 
injury to his reputation, Meyer, before 
the picture was made, received $2,500 
which was reported on his 1951 return 
as income from salary. The court re- 
jects petitioner’s claim for refund since 
she has not met her burden of proving 
that the payment was for personal 
damages which had already occurred. 
However, the court points out that there 
was no proof of damage at any time. 
[The court strongly implies that the 
$2,500 would be non-taxable had it 
been proven that damages occurred be- 
fore payments was made.—Ed.] Meyer, 
DC Tenn., 4/22/59. 


Oak Ridge student-employees taxable; 
didn’t show Gov't source of funds. 
Union Carbide runs the Oak Ridge 
Laboratory for the AEC. At the labora- 
tory is a training school for nuclear re- 
actor scientists. It accepts for the course 
both employees of companies engaged 
in such work (these students remain om 
the payroll of their employer) and re- 
cent university graduates, who are paid 
by the school. At the end of the course 
the student-employees are eligible for 
employment at the laboratory or in 
other government reactor work, but are 
not required to accept such a position. 
Taxpayer was one of the student em- 
ployees receiving a stipend from the 
school. That payment does not qualify 
as scholarship or fellowship grant. One 
of the qualifying conditions is that the 
grant be paid by the U. S. or one of its 
agencies. No evidence was offered that 
the payments here could be considered 
as made by a Federal agency. William- 
sen, 32 TC No. 12. 


VA payments to hospital staff trainees 
taxable compensation. Amounts received 
from the VA by an individual who is 
enrolled at a university as a candidate 
for a doctoral degree in psychology, and 
who is required to serve a training 
period at VA hospitals as a staff assistant, 
constitute taxable compensation and 
cannot be excluded as a scholarship or 
a fellowship grant. These trainees are 
paid at civil service rates and perform 
services for which the VA would other- 


wise have to hire regular employees. 
These payments are compensation for 
services for the benefit of the grantor 
and under the Regulations are fully tax- 
able. Rev. Rul. 59-118. 
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Amortizing costs under renewable leases 


still confusing despite new 1958 rules 


by ALVIN D. LURIE 


The buyer of a leasehold and the tenant planning extensive improvements to his 


leasehold both had, until recently, a simple device for getting rapid write-off of the 


cost—a short-term lease with renewals at the tenant’s option. The Treasury has had 


some success in getting the courts to limit unnatural manipulation of the original 


and renewal periods and in 1958 Congress added a new rule to the Code to provide 


a definite standard. But, as Mr. Lurie here shows, the new rule is anything but 


definite; he points out some of the hidden hazards in its neat mathematical applica- 


tion and concludes that the main effect of the new legislation is the introduction 


into the law of a new, rebuttable presumption of renewability. 


; eee WAS A TIME when the tax prac- 
titioner, working quietly away from 
the spotlight’s glare, could do wonders 
using a lease with a renewal option. 
Operating on the principle that the cost 
of leasehold improvements is deductible 
over the shorter term of the lease or 
the life of the improvement,! he would 
ingeniously fix a relatively short initial 
term and tag on renewal periods at the 
option of the lessee. In this way, the 
lessee could recoup his building costs 
quickly over the short initial term and 
still have the right to use his improve- 
ments during their full useful life 
through the “fortuitous” exercise of the 
renewal option. The technique was 
equally valuable for the lessee who 
bought a leasehold since his acquisition 
costs were amortizable over the short 
As the practice 
grew in popularity, the courts began to 
recognize that under some circumstances 
the renewal term should be included in 
the amortization period, but the gen- 
eral rule was that the renewal period 
would be included only if there was 
reasonable certainty of the exercise of 
the option.’ 

That was all before September 2, 1958. 
On that date Section 1784 was added to 
the Code to establish mathematical tests 
that all but assure the inclusion of the 


first term of the lease.? 


renewal period without any showing that 
the renewal option will be exercised. 
The philosophy of the statute is to in- 
clude renewal periods only where “it is 
more likely that the lease will be re- 
newed than that it will not.”5 In this 
the statute accords with the weight of 
authority and arrests the trend of certain 
cases to include renewal periods more or 
less indiscriminately.6 Thus, purportedly 
substantive rules have been 
established. The only contribution of 
the statute, on the face of it, is the in- 
troduction of objective mathematical 
tests for ascertaining the presence or 
absence of the likelihood of renewal. 
However, the practical effect of these 
tests will be to change the result in a 
significant number of cases. 


no new 


Mathematical tests 


The statute substitutes a set of per- 
centage tests for the divination by judi- 
cial means of probability of renewal. If, 
at completion of the improvement, the 
portion of the original term remaining 
is less than 60% of the useful life of the 
improvement, the statute assumes that 
the lessee will exercise his renewal op- 
tion and hence requires that the renewal 
term be included with the original term 
in determining the length of the lease 
for purposes of depreciation. If the 


lessee has incurred costs in acquiring the 
lease, as distinguished from costs of con- 
structing or purchasing improvements, 
the statute requires the renewal term to 
be included if less than 75% of the 
acquisition cost is “attributable to” the 
initial lease term. Again the entirely 
reasonable assumption of the statute is 
that one does not pay a large premium 
for something one does not intend to 
use. 

Definiteness is the object of these tests, 
but they introduce new uncertainties, 
for the fixed percentage is applied to the 
highly indefinite and uncertain life of 
the improvement in one ease or cost 
attributable to various lease periods in 
the other. It is doubtful that the prob- 
ability of renewal was more difficult to 
determine than these will be. Moreover, 
the percentage tests are not conclusive. 
Thus, if the lease term falls below the 
allowable minimum percentage of the 
life of the improvement, the leaseholder 
can, nevertheless, escape inclusion of the 
renewal period in his amortization base 

proving that non-renewal is “more 
probable.” Conversely, non-renewability 
under the tests can be reversed by prov- 
ing that a “reasonable certainty” of re- 
newal exists. The statute thus has 
“escape hatches” at both ends. 


Useful life of improvement 


At the heart of the statute are the 
percentage tests, the ratio of lease term 
to useful property life and the ratio 
of acquisition cost for initial term to 
total acquisition cost. The question of 
the useful life of an improvemest is 
by no means novel, being the identical 
question that must be answered in fixing 
the rate of depreciation of property. 
But note the difference in effect. In 
normal depreciation problems a _ varia- 
tion of three to five years in the esti- 
mated useful life of a building is of rela- 
tively little consequence, but, in apply- 
ing the percentage test of Section 178, 
a variation of even one year in the 
estimated useful life of the building may 
fix a ratio of just under 60% or just over 
60%, with the vast consequences that 
that difference entails. There appears 
to be no means at hand for fixing with 
certainty the useful life of the improve- 
ment unless the Commissioner is willing 
to enter into a variation of the rate-freez- 
ing agreements authorized under the 
Code for fixing “useful life and rate of 
depreciation” of property subject to the 
allowance for depreciation.7 There are 
several reasons why these agreements 
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are not ready-made for use under Sec- 
tion 178, the principal one being that 
the problem of fixing useful life for pur- 
poses of Section 178 is more likely to 
arise before the prospective tenant em- 
barks on leasehold improvements, per- 
haps before he even acquires the lease. 


Ordinarily, the prospective tenant’s 
ability to satisfy the 60% test will deter- 
mine whether he will make the invest- 
ment, whereas rate-freezing agreements 
are obviously designed for improve- 
ments already in existence. 


Allocation of acquisition cost 

With these difficulties facing a lease- 
holder making improvements, the situa- 
tion of a purchaser of a leasehold seems 
simpler. The purchase contract can al- 
locate cost of a leasehold between the 
original term and renewal term, whereas 
no contract can fix the life of an im- 
provement. On the other hand, the 
parties’ contract gives no assurance that 
the Commissioner will accept such an 
allocation. How, then, can one fix with 
certainty the cost of the first 21 years of 
the lease and of the renewal term of 21 
years, or the two or three successive re- 
newal terms? 

An ingenious proposal for doing this 
mathematically has been made by 
Rabkin & Johnson.® The rate of return 
on real estate investments is a fact that 
can be determined fairly easily. With 
that figure, it is possible to compute the 
discounted value as of the beginning of 
the lease of the series of rent payments 
for the original term. That figure is the 
cost of the original term. The remain- 
ing cost of the whole leasehold can be 
allocated to the renewal options. 

The normal real estate return of 6% 
to 8%, (net after depreciation) may be 


1 Section 1.162-11(b) (1), 1.167(a)-4; See Weber- 
Bunke-Lange Coal Co., 11 BTA 503 (1928). 
2 Section 1.162-11(a). 
*Section 1.162-11(b) (1); See e.g., Bonwit-Teller 
& Co., 53 F.2d 381., (CA-2, 1931), cert. den. 284 
U.S. 690; Jos. N. Neel Co., 22 TC 1083 (1954); 
1620 Broadway Corp., 36 BTA 146 (19387); cf. 
Hens & Kelly, Inc., 19 TC 305 (1952). 
*Section 178(a). “General Rule. Except as pro- 
vided in subsection (b), [related persons—Ed.] 
in determining the amount allowable to a lessee 
.. for... amortization—(1) in respect of any 
building erected (or other improvement made) 
on the leased property, if the portion of the term 
of the lease (excluding any period for which the 
lease may subsequently be renewed, . . . pursu- 
ant to an option exercisable by the lessee) re- 
maining upon the completion of such building or 
other improvement is less than 60% of the useful 
life of such building or other improvement, or 
(2) in respect of any cost of acquiring the lease, 
if less than 75% of such cost is attributable to 
the portion of the term of the lease (excluding 
any period for which the lease may subsequently 
renewed, extended, or continued pursuant to 
an option exercisable by the lessee) remaining 
on the date of its acquisition, the term of the 
lease shall be treated as including any period for 
which the lease may be renewed .. . pursuant 
to an option exercisable by the lessee, unless the 
lessee established that . .. it is more probable 
that the lease will not be renewed .. . for such 


contrasted with the normal rate of 3% 
or 314% on insurance company annui- 
ties. That is, money invested with an in- 
surance company in an annuity com- 
mands an approximate return of at least 
3%, but money invested in real estate 
commands at least a 6% return. The 
factors entering into the establishment 
in the market of different “return” rates 
on investments of differing qualities are 
generally well understood. Perhaps less 
understood is their relationship to a 
“discount” rate. For that reason it is de- 
sirable to restate these obvious principles 
concerning rates of return. One hundred 
dollars of annuity received from an in- 
surance company is worth no more than 
$100 of rent received from a tenant and, 
if you could be as sure of the tenant as 
of an insurance company, you would be 
content with a return on investment of 
the same 3% or 314% you would accept 
from the insuarnce company, but be- 
cause of the uncertainty, you want more, 
6% to 8%, according to the market. 
This “return” factor to a large degree is 
simply a measurement of the degree of 
risk of ever receiving the promised pay- 
ment. Looking at it from the tenant;s 
angle, it is the price that must be paid 
to an investor to compensate him for 
putting his money at risk in real estate. 

Again analogy to an insurance com- 
pany annuity is helpful here. To get $1 
from an insurance company next week, 
you, as investor, would probably pay $1. 
To get that same $1 from the insurance 
company in 21 years, you would go to 
the discount tables and pay whatever 
will earn for an insurance company, at 
3% or 314% (whatever is the going rate 
at the time) compounded annually, an 
amount which, added to your invest- 
ment, will produce $1 in 21 years—per- 


period than that the lease will be so renewed... .” 
““(c) Reasonable Certainty Test.—In any case 
in which neither subsection (a) nor subsection 
(b) applies, the determination as to the amount 
allowable to a lessee as . . . amortization—(1) in 
respect of any building erected (or other im- 
provement made) on the leased property, or (2) 
in respect of any cost of acquiring the lease, 
shall be made with reference to the term of the 
lease (excluding any period for which the lease 
may subsequently be renewed, . . . pursuant to 
an option exercisable by the lessee), unless the 
lease has been renewed, . . . or the facts show 
with reasonable certainty that the lease will be 
renewed ....” 

5S. Rep. No. 1983, 85th Cong., 2d Session (1958) 
26. 

® Union Electric Co. of Missouri, 177 F.2d 269 
(CA-8, 1949), aff’g. 10 TC 802 (1948). Alamo 
Broadcasting Co., 15 TC 534 (1950); See also 
Hens & Kelly, Inc., supra. 

TIRC Section 167(d). 

8 Rabkin & Johnson, “Federal Income Gift and 
Estate Taxation,” vol. 2, Section 45.09, subsec- 
tion 10 (added per Report No. 196, November 
1958). 

®* Ibid. The figures worked out in the cited treat- 
ise show that, at 6%, the ratio of an initia] 21- 
year term to the total period including a 2-year 
renewal term is 77.27% and that the required 
75% ratio would be achieved even if the initial 
and renewal terms are each only 19 years. 
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haps no more than 20¢. Thus, it would 
be fair to say that $1 today and $1 in 
21 years, payable by an insurance com- 
pany, are each worth what you would 
pay for them at present according to the 
discount tables. Now, if you were to pay 
a real estate company something for its 
promise to pay you $1 in 21 years, the 
company would probably assume a rate 
of return for its own investments of 6% 
to 8%; accordingly it would require 
from you, for its promise to pay to you 
$1 in 21 years, only that amount which 
when compounded annually at 6%, to 
be conservative, would produce $1. 
Therefore, just as a 3% discount, com- 
pounded annually, is appropriate to 
measure the present value of a future 
income right payable by an insurance 
company, so this 6% discount rate, com- 
pounded annually, is appropriate to 
measure the present value of the promise 
of a real estate venture. 

It then becomes a simple matter, with 
the use of discount tables, to determine 
what a promised payment of $1 a year, 
discounted by 6% a year, is worth at the 
present time for any number of years 
forward. With this knowledge, we are 
able to develop the ratio that the value 
of an income right beginning at once 
and continuing for x years bears to a 
similar income right beginning x years 
hence and continuing thereafter for the 
same x number of years. Such a formula 
appropriately measures the relative 
values of the initial term of a leasehold 
estate and a renewal term because, what- 
ever a ground lease may be in property 
terms, economically it is only a right to 
receive the excess of the aggregate 
rentals for space over the ground rent. 
It is true that the ground tenant in this 
position has the possibility of receiving 
greater rentals in the future as well as 
smaller rentals, unlike the annuitant 
whose income can go down, but never 
up, but this potential is presumably 
taken into account in setting the proper 
discount rate for real estate. 

The problem, then, lies in the de- 
termination of the proper discount rate, 
that is, 6%, 7%, 8%, or even more. 
However, this may not be of great con- 
cern because, if the initial term of the 
lease is 21 years, a discount rate of even 
6%, will produce the necessary 75% 
ratio of the initial term to the re- 
newal term.® Of course, the higher the 
discount rate, the easier it is to produce 
the necessary ratio. With a discount 
rate of 8%, even so short an initial term 
as 15 years will satisfy the statutory 75% 
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test (assuming the renewal term is not 
longer than the initial term). 


Escape hatches under percentage tests 


Even when one can by the use of this 
kind of mathematics achieve, albeit 
tortuously, a fair measure of certainty 
as to whether the percentage test is 
met in a particular case, that still does 
not make the outcome certain because 
of the escape hatches alluded to previ- 
ously. Thus, although exceeding the 
minimum percentages would indicate 
non-renewal of the lease, still the re- 
newal term will be counted if the facts 
show reasonable certainty of renewal. 
On the other hand falling below the 
minimum percentages, although strong- 
ly suggestive of renewal, is not conclu- 
sive if the lessee shows that non-renewal 
is more probable. In effect, the statute 
only establishes certain presumptions as 
to renewal or non-renewal of the lease, 
but each of these presumptions can be 
over-come by a certain kind of proof. 


Rules of proof under the statute 

The true significance of the statute, 
then, appears to be its introduction of 
rules of proof for establishing the likeli- 
hood of renewal. There is, in effect, a 
rebuttable presumption of renewal if 
the minimum percentages are not met, 
and conversely a rebuttable presumption 
of non-renewal if the percentages are 
exceeded. Absent any further evidence, 
each of these presumptions is sufficient 
proof of the probability of renewal or 
non-renewal, as the case may be. But 
the statute permits contradictory proof 
—and it stipulates the kind of proof that 
will be sufficient to overcome the pre- 
sumption. 

The quality of this rebuttal proof 
differs under the statute depending on 
which presumption is in force. A lessee 
can overcome the presumption of re- 
newal by proving the probability of 
non-renewal (Section 178(a)). It will be 
much more difficult for a lessee to prove 
the renewal is not probable than to 
prove that renewal is not reasonably 
certain, which was all that was required 
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of him in pre-1958 cases. Indeed, it is 
fair to assume that, in all but a few 
isolated cases, lessees will not be able to 
prove the improbability of removal. For 
example, the mere fact that the renewal 
rentals are on the basis of an appraisal 
will not prove that renewal is improb- 
able; but it would surely have been 
strong evidence that renewal was not 
certain. Thus, although the statute pur- 
portedly effects no change in the sub- 
stantive rules, this difference between 
the degree of proof under former and 
present law will certainly change the re- 
sult in most cases in which the presump- 
tion is working against the lessee. 

If the presumption is working in the 
lessee’s favor (that is, in support of non- 
renewal), and the Commissioner must 
show (Section 178(c)) that the lessee 
will renew, he has an even greater bur- 
den than lessees in the reverse case, for 
in this instance it is not enough to show 
the probability of renewal. Only reason- 
able certainty of renewal will suffice to 
overthrow the presumption. Neverthe- 
less, in these cases the result will prob- 
ably be the same as would have obtained 
in pre-1958 cases, in which proof of rea- 
sonable certainty of renewal was re- 
quired to justify inclusion of the renewal 
term, except that now taxpayers can 
reach a favorable result more easily be- 
cause formerly the lessee apparently had 
to offer proof of the lack of certainty of 
renewal (in view of the presumption of 
correctness of the Commissioner's de- 
termination, whereas now the lessee has 
a presumption to aid him. 


Miscellaneous quirks of statute 


A few snares lie almost hidden in the 
statutory language. Thus, the lessee who 
starts on the short end of the statute’s 
percentages (viz., by erecting a building 
with an estimated life which exceeds the 
lease term by more than the permissible 
10-to-6 ratio) must thereafter contend 
with the presumption of renewal each 
year anew, even though he may in the 
very first year of his tenancy succeed in 
establishing the probability of non- 
renewal because the proof of improb- 
ability of renewal is required to be as of 
the close of each taxable year. 

Another statutory trap derives from 
the fact that the required comparison 
between the term of the lease and the 
life of the building must be made upon 
the completion of the building. There- 
fore, if a lessee enters a lease with a 20- 
year initial term and starts construction 
of a building which is expected to take 


two years at most to complete and 
which will have an estimated life of 30 
years, he will fall safely within the 
statute’s 60%, rule if the building js 
completed according to expectations, 
but, if a construction delay puts the pro- 
gram back even a few months, his re- 
maining lease term after completion of 
the building would be only about 1714 
years, which would be less than 60%; 
of the building’s life. 

What is the period over which lease- 
hold costs are to be amortized if the 
lease contains more than one renewal 
verid? The statute does not distinguish 
between the first renewal period and 
later renewal periods. It states that “any 
period for which the lease may be re- 
newed” is included. If the initial term 
of the lease is less than 60% of the 
life of the building, all successive re- 
newal periods are included,!° although, 
of course, there is nothing to stop a 
tenant from proving that one renewal is 
likely, but subsequent renewals are not. 

Curiously, a tenant may not always be 
interested in proving the improbability 
of renewal of the lease, because of the 
interplay of the estimated life of a build- 
ing and the term of a lease on the deduc- 
tion of leasehold costs. As observed at 
the outset of this article, if the estimated 
life of the building is shorter than the 
lease term, the cost of the improvement 
is deductible over the life of the build- 
ing as depreciation. This permits the 
lessee to take advantage of all the varia- 
tions in depreciation methods available 
to a fee owner, including declining bal- 
ance and other “fast’’ methods.11 On the 
other hand, if the building’s estimated 
life exceeds the term of the lease, the 
deduction is taken as amortization in 
level amounts spread over the full term 
of the lease.12 The double-declining- 
balance method would thus be barred 
to the lessee if the estimated building 
life happened to be longer than the 
lease term. It is not unforeseeable that, 
if the building's life is assumed to be 33 
years and the initial lease term remain- 
ing after completion of the building is 
19 years, but there is an optional re- 
newal term of an additional 21 years, the 
lessee might prefer to accept the pre- 
sumption of the statute that the lease 
will be renewed, for then a comparison 
of the 40 years remaining under the 
initial and renewal terms of the lease 
with the 33-year building life will entitle 
rs See S. Rep. No. 1983, supra, Example 3, D. 


36. 
11 See IRC, Section 167(b). 
12 Sections 1.162-11(b) (1), 1.167(a) -4. 
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him to depreciate his building over its 
33-year life on the basis of the double- 
declining-balance method, rather than 
spreading the building cost in equal 
amounts over the 19 years of the initial 
term remaining. It is unlikely, though, 
that many taxpayers will be able to 
benefit from the unfavorable presump- 
tion of the statute. 


Con lusion 


\ve renewable leases doomed under 
the new statute? They are clearly doomed 
as a pure tax device, that is, in situations 
in which the initial lease term bears an 
unnaturally short relation to the prob- 
able period of occupancy by the tenant. 





*Overriding oil royalties received on 
sale of stock are ordinary income. Tax- 
payers sold their stock in an oil com- 
pany for cash plus an overriding royal- 
ty on the oil produced. The taxpayers 
claimed that the overriding royalty had 
no ascertainable market value, but the 
IRS valued it at $1,000,000. They now 
seek to have the $11,500,000 of royalties 
received in four subsequent years taxed 
as capital gain. This court holds that it 
is ordinary income subject to depletion. 
Taxpayers had a property interest in 
the oil properties. The fact that they 
received the property as proceeds of sale 
stock) is ir- 
relevant. Two judges dissent on the 


of other property (the 
ground that the trial commissioner who 
that there 
was no fair market value of the prop- 


heard the evidence found 
erty in question. Where taxpayers, as 
here, sell capital assets and receive in 
no fair 


right which has 


market value, collections on the right 


pay ment a 


are, they say, capital gains. Warren, Ct. 
Clms., 4/8/59. 


Pennroad has ordinary income on sales 
of its extensive Baltimore property 
[Certiorari denied]. Taxpayer corpora- 
tion had been organized in 1828 to hold 
and develop extensive land acreage in 
and around Baltimore. From the _ be- 
ginning it regularly and continuously 
engaged in developing portions of its 
property and in selling other portions. 
It held itself out as having real estate 
for sale both for industrial and _ resi- 
dential purposes and planned and con- 
ducted its activities toward making the 
parcels more attractive to prospective 
purchasers. The Tax Court held that 


New accounting decisions this month 





However, in the more normal rental 
transaction it is still possible to achieve 
relatively fast amortization over the 
initial term. In fact, in some cases the 
Statute can prove of benefit to a tax- 
payer if he falls on the right side of the 
percentages. Thus, if he is able to show 
that the initial lease term is at least 
60% of the useful life of his leasehold 
improvement, the statute clearly gives 
him the advantage. Although it is true 
that he had this advantage under the 
old law, the most recent cases just be- 
fore enactment of the statute were be- 
ginning to take away from him and that 
trend, at least, is arrested by the statute. 
For that small blessing, small thanks. * 


the sales of real estate by taxpayer were 
not those of a passive investor, but were 
an integral part of its business and were 
ordinary 
course thereof. Accordingly, gains on 
the sales were taxable as ordinary in- 
come. Various parcels which had been 
rented at nominal rentals at the time 
of sale were not shown to have been 


made to customers in the 


property used in a trade or business, but 
were found to be held primarily for 
sale to customers. The same conclusion 
was reached as to property originally 
held for a proposed right of way for a 
related railroad corporation, since the 
railroad extension plans had _ been 
abandoned back in 1925. The Third 
Circuit affirmed. Fund, Inc. 
(formerly Pennroad Corp.), cert. den., 
4/6/59. 


Madison 


Capital gain on sale of lois upon liqui- 
dation of plantation. Between 1923 and 
1926, taxpayer acquired property which 
she operated as a sugar plantation up 
until 1936, when the land was rendered 
worthless for farming. Thereafter two 
or three people came to her to buy 
building sites and she sold small tracts 
to them. In 1939, she began to plat and 
subdivide areas of land. Between 1949 
and 1953, she sold 233 lots in 130 sales. 
The Tax Court held that the gains on 
the sales were ordinary income because 
of the large number of sales. This court 
reverses. The mere volume of sales, with- 
out active sales promotion, does not 
convert a liquidation into a_ business. 
Barrios Estate, CA-5, 4/8/59. 


Granting an easement is a sale. Tax- 


payer owned land used as_ livestock 
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range. He granted an industrial com- 
pany an easement to build a dam and 
also to deposit industrial wastes. The 
IRS rules that the consideration re- 
ceived is proceeds from a sale of an 
interest in real property and is to be 
applied in reduction of the basis for 
the land subject to the easement. Any 
excess over basis constitutes recognized 
gain. Rev. Rul. 59-121. 


Capital gain on real estate subdivision. 
Taxpayer, who owned and operated 
motion picture theaters, purchased a 
suburban farm for his home. Several 
years later he subdivided and sold some 
of the farm land to provide funds for 
his theaters. The IRS taxed the gain 
on the sale as ordinary income. This 
court reverses. It considered five factors. 
(1) purpose in acquisition; (2) motive in 
selling; (3) time devoted to selling; (4) 
frequency of sales; (5) improvements; 
(6) percentage of income derived from 
sales. While factors 4, 5 and 6 would 
tend to point in the direction of ordin- 
ary income, examination of all the fac- 
tors leads to the conclusion that tax- 
payer was not in the real estate business 
and that the gain on the sale is capital. 
Lazarus, Ct. Cls., 4/8/59. 


Reserved ground rent not a mortgage; 
doesn’t increase sales proceeds. Tax- 
payer, a Maryland corporation, was 
engaged in the business of constructing 
houses in the Baltimore area. It sold 
them subject to an annual ground rent. 
This procedure has been for many years 
a conventional and traditional method 
of selling houses in and around Balti- 
more. The purchaser takes the prop- 
erty under an agreement in which the 
seller retains an annual ground rent. 
Under Maryland law, the purchaser 
could, a‘ter five years relieve himself 
of the obligation of paying the annual 
ground rent and could acquire a fee 
simple title to the property by redeem- 
ing the ground rent and paying the 
seller an amount equal to the annual 
ground rent capitalized at 6%. Because 
the purchaser is under no obligation 
and could not be compelled to redeem 
the ground rent, the court holds the re- 
served ground rent is not the equivalent 
of a mortgage. The Commissioner there- 
fore was wrong in including the capital- 
ized value of the rent in the sales price 
for the purpose of determining gain or 
loss on each sale. The court also rejects 
the Commissioner’s alternative argu- 
ment that the reservation of ground 
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rent created a base of .both the house 
and lot, and that the total amounts re- 
ceived by taxpayer, less depreciation, 
constitutes rental income without a de- 
duction for costs applicable in construct- 
ing the houses. It holds that the vendor 
is to be taxed on the sale of the lease- 
hold interest, and, to the extent that 
what he received was in excess of the 
cost properly attributable to the lease- 
hold, he has taxable gain. Not having 
sold or disposed of the reversionary in- 
terest (arising from the creation of 
ground rent), there is no taxable event 
relative to that interest. Welsh Homes, 
Inc., 32 TC No. 22. 


Capital gain on original-issue discount 
securities issued before 1/1/55. Prior 
to January 1, 1955 taxpayer purchased 
from a corporation five-year investment 
certificates at a discount. The certificates 
were issued in registered form, and were 
redeemed in December, 1954. The dif- 
ference between the purchase cost and 
the redemption price is held not to be 
interest, but is taxable as long term 
capital gain. The court points out that 
this case is indistinguishable from 
Caulkins, (144 F.2d 482) in which the 
Sixth Circuit affirmed the Tax Court 
position and from Morgan, (30 TC 881) 
now on appeal to the Ninth Circuit and 
Goodstein, (30 TC 1178) on appeal to 
the First Circuit. Kormendy, TCM 
1959-72. 


Territorial franchises are capital assets. 
The Tax Court’s previous decision that 
territorial franchises were licenses was 
reversed. Upon remand the court holds 
that taxpayer-corporation which had 
acquired a franchise for the distribution 
of Dairy Queen products within Okla- 
homa realized long term capital gain on 
the sale of subfranchises within that 
state. Furthermore, since the franchise 
was transferred to the corporation in a 
nontaxable exchange by the organizers, 
the holding period of the organizers is 
tacked onto the holding period of the 
corporation to give the latter long term 
capital gain, even though sold within six 
months of incorporation. Dairy Queen 
of Oklahoma, Inc., TCM 1959-61. 


Capital loss on sale of unused charter 
boat | Acquiescence|. A dormant corpora- 
tion purchased a boat for the purpose 
of entering into the commercial charter 
business, but when it learned that it 


couldn’t secure the necessary license, it 
decided to sell the boat. The court holds 
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that the boat had no connection with 
the corporation’s business so that no 
depreciation was allowable. Further- 
more, since the boat was not held for 
sale in the oidinary course of trade or 
business, loss on the sale could be de- 
ducted only as a capital loss. Nulex, Inc., 
30 TC 769, acq., IRB-15. 


Dealer’s gain on sale of real property 
ordinary income. Taxpayer, whose major 
activity was the purchase and sale of real 
property, contended that out of 18 
parcels sold in 1953, six were purchased 
as investments for rental income, and 
that the Commissioner erred in not 
allowing the gain from their sale to be 
taxed as long-term capital gain. Tax- 
payer offered no explanation why the 
six specific properties should be excluded 
from his real estate business or how they 
differed from the other 12 he conceded 
were business assets. He also failed to 
prove his argument that the “invest- 
ments” were sold for the purpose of 
satisfying tax liens. The Tax Court 
found that all the properties were held 
primarily for sale to customers and the 
gains were properly taxed as ordinary 
income. This court affirms, holding that 
Tax Court decision was based on sub- 
stantial evidence. Fronk, CA-6, 4/24/59. 


Talking mule “Francis” was a capital 
asset to its creator [Certiorari denied]. 
Taxpayer, the publisher of the New 
Orleans Item, had dabbled at writing 
fiction, more or less as a hobby. None 
of his works had been published until, 
while on Army duty in the Pacific, he 
conceived of the character “Francis,” a 
talking mule. The Francis stories were 
published in book form. In 1950 tax- 
payer sold all of his rights to the novels 
and to “that certain character known 
as ‘Francis’ conceived and created by 
him” to a movie producer. The district 
court found taxpayer was not in the 
business of writing and, accordingly, as 
to 1950, “Francis” was a capital asset to 
him. However, as to later years, the so- 
called Eisenhower amendment, . remov- 
ing copyrights and similar property 
from the capital asset category, is ap- 
plicable. The literary character is a 
property inseparable from the copy- 
right. Stern, cert den., 4/20/59. 


Sale of patent was capital gain. Tax- 
payer’s husband joined with an _ in- 
ventor to promote a patent. In 1937 the 
patent was taken out in the inventor's 
name. However, the court finds they 


were engaged in a joint venture and 
that taxpayer’s husband acquired his 
interest before the patent was reduced 
to practice. In 1940 they transferred the 
patent under an agreement which gave 
the assignee the rights to make and 
sell, but did not mention use. The court 
holds that the right to use was implied 
and that all substantial rights were as- 
signed. Accordingly, the transfer results 
in capital gain, and taxpayer, who upon 
the death of her husband received the 
right to royalties under the agreement, 
is entitled to the same tax treatment of 
the royalties as her husband would have 
enjoyed. Flanders, DC Calif., 4/20/59. 


WHAT IS INCOME 


Value of converted grain is income, 
Taxpayers had been convicted of the 
crime of conversion of grain stored with 
them by the Commodity Credit Corpo- 
ration. The taxpayers filed refund claims 
on the ground that the proceeds of these 
illegal sales were included in their in- 
come and should have been treated as 
embezzled funds and excluded from 
tax. The District Director’s office 
stamped the claims for field audit, but 
erroneously paid them without further 
investigation. The court holds the gov- 
ernment may recover the refunds. It 
criticizes the 1946 U. S. Supreme Court 
Wilcox decision which held that em- 
bezzled money is not income, and holds 
that in any case where the presence or 
extent of embezzlement is questionable, 
the doubt must be resolved against the 
taxpayer. Anderson, DC Iowa, 4/21/59. 


Ex-mayor O’Dwyer taxable on Crane 
contribution. The Tax Court found that 
O’Dwyer, former Mayor of New York 
City, and Ambassador to Mexico, re- 
ceived $10,000 from Crane, of the Uni- 
formed Fireman’s Association. O’Dwyer 
presented no evidence and though the 
Commissioner’s determination would 
therefore stand, the Government pre- 
sented witnesses to establish O’Dwyer’s 
receipt of the money. Since he offered 
no evidence to show that it was used for 
deductible expenses, the court included 
it in O’Dwyer’s income. An unexplained 
deposit of $1,500 in his wife’s joint bank 
account with her mother is also income. 
The burden of proof was on taxpayer 
and ‘none was offered. Rejecting tax- 
payer’s motion that the Commissioner 
be compelled to open up his entire file 
on the case, this court affirms. The Tax 
Court tries facts de novo and is not a 
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reviewing body subject to the provisions 
of the Administrative Procedure Act. 
O'Dwyer, CA-4, 4/21/59. 


ACCOUNTING METHODS 


Partnership, transferring assets, can’t 
elect completed contract method. Tax- 
payer was controlling stockholder of a 
corporation organized to own land and 
build and sell homes on it. The actual 
construction work was to be done by 
taxpayer and other as partners. Toward 
the close of the partnership’s first year 
it was clear the partnership would have 
a profit whereas another corporation 
wholly owned by taxpayer would have 
a loss. Taxpayer caused a new corpora- 
tion to be formed to acquire both the 
assets of this profitable partnership and 
the stock of the loss corporation. The 
partnership elected the completed con- 
tracts basis and had no profit since none 
of its work was completed. The profit all 
appeared on the return of the successor 
corporation and, since the corporation 
consolidated with its loss subsidia.~, the 
profit escaped tax. The Commissioner 
sought to have the partnership report 
some of the profit by shifting the ac- 
counting for income from the com- 
pleted-contracts method to the percent- 
age-of-completion method. On the 
grounds that a short-lived partnership 
cannot establish a consistent practice of 
reporting long-term contract income by 
the completed-contracts method, and 
that this method does not clearly reflect 
the income of a transferring entity, the 
Tax Court held the partnership could 
not avoid its ratable share of the con- 
struction profits by adopting the com- 
pleted-contracts method. This 
affirms. Palmer, CA-9, 4/2/59. 


court 


Reserve for contingent liabilities dis- 
allowed. A railroad is denied a deduc- 
tion for the accrual of an estimated re- 
serve for pending loss and damage 
claims then unsettled, and for potential 
claims which had not even been made 
at that time. Denver & Rio Grande 
Western R.R. Co., 32 TC No. 5. 


Prepaid subscription income prior to 
1/1/58 not governed by 1958 amend- 
ment. Prepaid subscription income re- 
ceived prior to January 1, 1958 is tax- 
able in the year received unless, pur- 
suant to I.T. 3369, taxpayer had been 
permitted to defer such income over the 
subscription period upon proof that it 
had consistently followed that practice 


over a period of years. The 1958 amend- 
ment permitting any accrual basis pub- 
lisher to defer subscription income is 
effective for taxable years beginning 
after 1957 only. Rev. Rul. 59-142. 


Deposit on sale conditioned on ICC ap- 
proval is income at approval. Taxpayer 
sold his transportation business in 1953. 
An initial payment of $4,000 was made 
by the buyer in 1951 as a deposit sub- 
ject to be refunded in the event of ICC 
disapproval. The payment is held to be 
income in 1953, the year in which the 
ICC approved the transfer, and the sale 
was consummated. Considering the 
$4,000 as income in 1953, taxpayer is 
held to have received in that year more 
than 30% of the sales price, and is not 
eligible to report the transaction on 
the installment basis. Rosenthal, 32 TC 
No, 20. 


Commissions taxable in the year ac- 
crued. Because taxpayer had not shown 
that he was not on an accrual basis, 
commission income is held taxable to 
him in the year it accrued. Bryan, 32 
TC No. 10. 


DEDUCTIBILITY 


Milk dealer’s rebates to customers, 
though illegal, reduce its taxable in- 
come [Non-acquiescence|. In violating 
the seldom-enforced Pennsylvania Milk 
Control Law, taxpayer sold milk below 
the legal rate. It kept its records of sales 
and accounts receivable at legal prices, 
and the customers paid those bills. 
Monthly it determined the amount due 
each customer under its agreements and 
issued a check to an intermediary. The 
intermediary wrote individual checks to 
the customers. Taxpayer recorded the 
monthly total as an advertising expense. 
The Commissioner disallowed the ex- 
pense as against public policy. The 
court, however, found that collections 
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of the legal price above the agreed price 
were not income at all and therefore 
cannot be taxed. It thus avoided the 
public-policy question. Pittsburgh Milk 
Co., 26 TC 707, non-acq., IRB-15. 


*Repayment of rent disallowed by IRS 
is deductible. Taxpayers rented property 
to a related corporation. The IRS was 
contesting the rent deduction to the 
corporation as being unreasonable. Tax- 
payers thereupon entered into an agree- 
ment with the corporation to refund 
the amount of rent which the IRS ulti- 
mately determined to be unreasonable. 
The court allows the deduction in the 
year repayment was made. The agree- 
ment was a logical one for the parties to 
make, even though it may have been 
promoted by tax saving considerations. 
Simon, DC Mich., 4/14/59. 


Interest on subordinated bonds deduc- 
tible [Acquiescence]. The Board of Tax 
Appeals allowed the deduction of in- 
terest on debenture bonds though the 
bonds were subordinated to all credi- 
tors. The Second Circuit affirmed (76 
F.2d 11). The IRS previous non-acquies- 
cence is withdrawn. O.P.P. Holding 
Corp., 30 BTA 337, acq., IRB-15. 


Business loss and capital loss on stock 
surrendered to cancel obligation. Tax- 
payer owned one-third of the stock of 
a refiner and had a ten-year contract to 
supply the refiner with 100% of its 
crude oil requirements. ‘Taxpayer pro- 
posed to transfer all its properties to a 
competitor of the refiner. To satisfy the 
refiner’s objections and to obtain SEC 
approval, the taxpayer paid the refiner 
$120,000 and surrendered its stockhold- 
ings. Taxpayer claimed a deduction for 
the cash payment as well as for the 
basis of the stock. The court says this 
was not a loss; it was an expense. The 
cash and the fair market value of the 
stock may be deducted as incurred to 
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be relieved of an obligation. However, 
since the taxpayer’s basis for the stock 
market value when 
that is allowable, 
but as a capital loss. Montana Power 


Co., Ct. Cls., 4/8/59. 


exceeded its fair 


surrendered, €XCess 


Replacing floor planks and stringers of 
viaduct a capital expenditure. The re- 
building of a railroad viaduct by the 
installation of new floor planks and 
stringers at a cost of $32,000 is held to 
represent a replacement of a relatively 
large structural unit rather than a mere 
patching or repair job. The Commis- 
sioner therefore did not err in capitaliz- 
ing such costs. Denver & Rio Grande 
Western R.R. Co., 32 TC No. 5. 


Fence is improvement to retained land 
not to that sold. Taxpayers subdivided 
the property to the rear of their resi- 
dence, but retained the residence por- 
tion. They built a fence to separate 
their retained property from the sub- 
divided acreage. The court holds the 
fence is an improvement to the resi- 
dence. They cannot allocate a portion 
of the cost to the subdivision so as to 
reduce the gain on the sale. Keeler, DC 


Ga., 4/9/59. 


Payment to settle lawsuit is business 
expense. Taxpayer was one of three de- 
fendants in an action for breach of 
contract, breach of trust, and fraud. It 
paid $35,000 in full settlement which, its 
attorney stated, was less than the cost of 
defending the case. The court allows the 
deduction as an ordinary and necessary 
business expense, despite the incidental 
discharge of an obligation of the other 
defendants. Taxpayer made the pay- 
ment in good faith to conserve both 
working capital and the time of its ex- 
Lafitte Co., DC Ky., 


ecutive officers. 


4/9/59. 


Entire cost of renovation must be capi- 
talized. Taxpayers acquired a building 
in a serious state of disrepair. To make 
the building tenantable, and also to 
suit it for use in taxpayers’ business, 
over twice the cost of the building was 
expended on improvements and _ re- 
pairs. The Tax Court held the expendi- 
ture could not be broken down into its 
components, incidental repairs and im- 
provements, but the entire project must 
be treated as a “renovation” and capital- 
ized. This court affirms, stating that an 
expenditure of more than twice the cost 


of the building can hardly be consid- 
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ered as Ordinary. Testimony of taxpay- 
er’s contractor and appraisor that pay- 
ment of over $22,000 had added only 
$4,500 to the value of the building is re- 
jected. Stoeltzing, CA-3, 5/6/59. 


Payment by corporation to employee 
was a bonus, not a loan. ‘Yaxpayer 
corporation had a bonus agreement with 
one of its employees, who had income 
tax troubles. When he needed $9,000 to 
pay these taxes, the corporation, after 
consulting its accountant, gave him the 
$9,000. It did not report the $9,000 
bonus on the 1099 or W-2 forms. When 
shortly thereafter the employee was 
fired, nothing was said about the $9,000 
in the detailed closing agreement be- 
and taxpayer. The IRS 
denied the corporation a deduction on 


tween him 
the ground that the payment was a 
loan. This court allows the deduction. 
Everything in the record shows that 
taxpayer had no right to recover the 
payment. Yeamans Development Co., 
DCSC, 3/27/59. 


DEPRECIATION 


No depreciation on pipeline easements. 
Taxpayer claimed depreciation on the 
cost of acquiring easements for the 
right-of-way of its natural-gas pipeline. 
The court finds that taxpayer’s known 
reserves have been increased. According- 
ly, there is no showing of loss of value 
of the easements, and no depreciation 
can be allowed. The easements are of 
indefinite duration. Northern Natural 
Gas Co., DC Neb., 3/23/59. 


Bond, lease, and escrow costs are amortiz- 
able over definite periods. Expenses in- 
curred by a railroad in the authenticat- 
ing, printing, and listing of bonds, in 
the execution of a lease, and in the 
issuing registering of 
considered as 


printing, and 


escrow certificates, are 
amortizable over a definite period (the 
life of the bond or lease or escrow agree- 
ment) rather than organization expenses 
beneficial over the indefinite life of the 
corporation. Denver & Rio 

Western R.R. Co., 32 TC No. 5. 


Grande 


Heirs can’t depreciate lessee’s building 
on inherited land. Decedent had owned 
a plot of land leased for a long term 
on which the lessee had erected a com- 
mercial building. His heirs now claim 
that, even though decedent did not have 
a depreciable interest in the building, 
they have the right to depreciate the new 


basis arising on decedent's death. The 
district court held that death did not 
change the character of the interest in 
the property from non-depreciable to 
depreciable. This court affirms. The fact 
that when the lease was extended an 
additional ten years the estimated use- 
ful life of the building extended eight 
years beyond the original term of the 
lease does not give the lessees here de- 
preciable interest. Goelet, CA-2, 5 


5/59. 


OTHER DECISIONS 


*Capital gain on rent in condemna- 
tion award. To settle taxpayer's appeal 
from a condemnation award, the con- 
demnation authorities agreed to permit 
him to remain in possession and collect 
rentals for three years. The court finds 
that the intent of the parties was that 
the rentals collected during this period 
were part of the condemnation award, 
and holds them taxable as capital gain. 
Morse, DC Minn., 3/16/59. 


Debt not proved worthless. A debt in 
the amount of $16,000 due taxpayers 
from an individual in the beer distribut- 
ing business is found not to have be- 
come worthless in the taxable year; the 
debtor was not called as a witness, and 
there was no detailed showing as to his 
financial conditions. Bryan, 32 TC No. 
10. 


Spurned suitor fails to prove loans to 
fiancee became bad debt. Taxpayer in- 
tended marrying a divorcee who owned 
a house subject to a mortgage in the 
amount of $2,100. In 1944 taxpayer ad- 
vanced $2,100 to the divorcee for the 
purpose of paying off the mortgage. She 
repaid him various sums totaling $690 
until 1945 when she married someone 
else. For failure of proof, the court 
denies taxpayer a loss deduction in 1951 
in the amount of the unpaid debt. The 
fact that the state statute of limita- 
tions expired in 1951 did not extinguish 
the debt or render it worthless in that 
year. Fuhrmann, TCM 1959-81. 


Individuals not taxable on stock re- 
ceived by their corporation. Taxpayers 
Eaton and Daley, stockholders and off- 
cers of the investment firm, Otis & Co., 
were approached by a group owning the 
Steep Rock iron mines for large scale 
financing. The distributing corporation 
for the iron ore was organized as a 
Canadian corporation owned by Eaton, 
Daley and their families. That corpora- 
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tion received a large block of the stock 
of the iron mine at a nominal price and 
the Commissioner sought to treat the 
market value ef that stock as income of 
the taxpayers. The Tax Court held it 
was not. This court affirms. The stock 
that the Canadian distributing corpora- 
tion received was not compensation to 
taxpayers because they at all times acted 
not for themselves but as agents of 
either Otis & Co., or of the Canadian 
distributing corporation. Consolidated 
Premium Iron Ores, Ltd., CA-6, 4/10/ 
59. 


Agent for purchase of stock not en- 
titled to dividends received credit. Tax- 
payer, an investment banking corpora- 
tion, contended it was the beneficial 
owner of dividends which it received as 
record holder of certain corporation 
stock, and is therefore entitled to a divi- 
dends received credit. It also contended 
that it sold the stock to another com- 
pany at an ordinary loss. The Tax Court 
found that, although in all formal re- 
spects the transaction was represented to 
be a purchase of stock by taxpayer and a 
later sale, in reality it was a purchase 
by taxpayer of the stock as agent of the 
buying company. Taxpayer, it held, 
was not entitled to dividends received 
credit. It acted only as a middleman and 
sustained no loss upon transfer of the 
stock. In fact, it was found to have re- 
ceived ordinary income as commissions 
for its services. This court affirms. Rupe 
Investment Corp., CA-5, 4/20/59. 


Premium to mortgagor on FHA insured 
loan not amortizable. The Tax Court 
adheres to its position that a builder 
may not take into income over the life 
of his loan a fee, called a premium, paid 
him by the bank from which he bor- 
rowed under an FHA-guaranteed mort- 
gage. The fee is income in the year re- 
ceived. Gary Realty Corp., TCM 1959- 


76. 


Salary from temporary job is business 
income. This court affirms the Tax 
Court’s holding that salary received by 
a lawyer from a temporary position with 
an emergency Federal agency is business 
‘a trade or business regu- 
larly carried on” for purposes of deter- 
mining the net operating loss deduction. 
Taxpayer’s contention that this was not 
his regular business is rejected. It was 
regular during the 15-month period 
under consideration. [If a taxpayer has 
non-business income, it will be reduced 


‘ 


income from 


by non-business expenses and only the 
net income reduces the loss carryover. 
If the income is business, it will absorb 
more of the loss carryover because non- 
business deductions cannot be applied 
against it.—Ed.] Batzell, CA-4, 4/15/59. 


Stockholder taxable on interest earned 
on cash he removed from corporation. 
A corporation had ceased business, sold 
most of its assets, closed its store, and 
was engaged in winding up its affairs 
when taxpayer, the controling stock- 
holder, withdrew $50,000 in cash from 
the corporation and deposited these 
funds in five savings accounts in his 
own name. He also placed the unsold 
inventory valued at $7,800 in his per- 
sonal safe deposit box. The court holds 
his actions clearly indicated an election 
on his part to take these assets as his 
own as a liquidating dividend. It over- 
ruled taxpayer’s contention that he was 
holding the assets as the agent of, and 
for the use and benefit of the corpora- 
tion. Interest on the deposits was there- 
fore includible in taxpayer’s income 
even though the interest was reflected 
on the corporate books as belonging fo 
it. Est. of Ernsting, TCM 1957-77. 


Value increase on investment. certificate 
not taxable before maturity [Non-ac- 
quiescence]. Taxpayer had purchased an 
“Accumulative Investment Certificate” 
which would mature in twenty-five years, 
at which time he would receive a con- 
siderable increment over his cost. Dur- 
ing the years here at issue the certificate 
still had some eight to 12 years to run; 
however, the Commissioner included as 
ordinary income the annual increase in 
the cash value over the cost on the 
ground that the increment was essential- 
ly equivalent to discount. The Tax 
Court, in a reviewed decision. merely 
held for the taxpayer, saying that the 
case is identical with Caulkins (1 TC 
656, aff'd, CA-6, 144 F.2d 482). The 
court commented that the entire incre- 
ment will be taxable as capital gain at 
maturity. Morgan, Inc., 30 TC 881, 
non-acq., IRB-15. 


Income on reversing prior year expense 
accrual which was never paid. Taxpayer 
purchased goods in 1946 for $27,000. It 
accrued the expense, but it never paid 
for the goods. In 1948, having con- 
cluded (for unstated reasons) that it 
would never have to pay for the goods, 
it took the previously deducted expense 
into income. Taxpayer now sues for a 
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refund on the grounds that it should 
not have taken the $27,000 into income 
until 1953 when the statute of limita- 
tions ran on the claim. The court denies 
taxpayer the refund. Where the possi- 
bility of having to pay a bill is so re- 
mote that taxpayer on its financial state- 
ments does not list it as a liability, then 
it must reverse the expense and take the 
item into income. Roxy Custom Clothes 
Corp., Ct. Cls., 4/8/59. 


Tobacco auction proceeds constructively 
received in the year of sale. A jury 
found taxpayers had the option to re- 
ceive the proceeds of the sale of their 
tobacco in November of the years in 
which it was sold at auction, rather 
than in the following March when tax- 
payers actually received the money. 
Thus taxpayers constructively received 
the proceeds in the tax year of sale. 
This court affirms the verdict of the 
jury. Penn, CA-6, 4/28/59. 


Basis of depreciable roadway properties 
reduced by agreed depreciation. In 1943, 
taxpayer, a railroad, changed with the 
Commissioner’s permission from the re- 
tirement method to depreciation method 
with respect to its depreciable roadway 
property. Pursuant to a Terms Letter 
agreement, taxpayer adjusted the basis 
of its property by deducting the agreed 
amount representing depreciation to 
1/1/43. The court holds the agreed- 
upon adjustments would have to be 
used not only for the purpose of com- 
puting future depreciation, but also for 
the purpose of computing gain or loss 
upon disposition or retirement of the 
property. It finds that was the intent 
of the parties. Denver & Rio Grande 
Western R.R. Co., 32 TC No. 5. 
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The unique status of foreign service 


pensions offers tax advantages 


by ISIDORE GOODMAN 


When they set up pension and profit sharing plans, American companies doing busi- 


ness abroad face considerable difficulty in covering employees outside the U. S. This 


article, 


in which the Chief of the Pension Trust Branch comments on the IRS 


attitude on discrimination, integration and other areas in which specific criteria 


are lacking, will be of considerable importance to such companies. The practitioner 


concerned with planning for the individual foreign service employee will find help 


in the sections on taxation of distributions, particularly the complications arising 


in computing the consideration recoverable taxfree. 


— pamcauaseee FOR FOREIGN SERVICE is 
in a unique tax position. Under 
some an employee may 
not be taxable in the United States on 
compensation for services abroad; a pen- 
sion based on foreign service may not be 
subject to tax regardless of whether paid 
under a qualified plan; similarly, the 
American employer who provides the 
pensions may be entitled to a deduction 
for his payments irrespective of the quali- 
fication of the plan; finally, the taxabil- 
ity of investment income of funds for 
foreign service pensions is usually, but 
not always, dependent upon the situs of 
the trust. 

The general rule is that an exempt 
employees’ trust is not subject to in- 
The tax on the income is 
merely deferred and must be accounted 
for by the distributee. This result can 
be attained in the case of distributions 
from a domestic trust. The trustee is re- 
quired to file an information return on 
Form 1099, as to each beneficiary to 
whom there is distributed or made avail- 
able an amount which is includible in 
gross income in any taxable year to the 
extent of $600 or more, and to furnish a 
summary on Form 1096.1 


circumstances, 


come tax. 


In the case of a nonresident trust the 
situation is different. There it is im- 
possible or impracticable to assert a tax 
against alien employees 
with respect to distributions represent- 
ing in whole or in part income from 


non-resident 


sources within the United States. Hence, 
if the trust were exempt the income 
would escape tax. 


Foreign situs before 1954 


This situation was dealt with under 
the Internal Revenue Code of 1939 by 
denying exemption to a foreign-situs trust 
set up by a non-resident employer, or 
by a domestic employer, for employees 
including nonresident aliens unless the 
trust instrument expressly prohibited in- 
vestments in any manner productive of 
income from sources within the United 
States.2 Thus, where the trust did have 
investments in sources within the United 
States, a tax was assured through with- 
holding at the source, on income such as 
interest, dividends, and rents.’ 

That took care of the trust income, 
but the domestic employer who made 
contributions and employee-participants 
were denied the benefits which flow from 
an exempt trust. On the other hand, 
for the trust to qualify for exemption it 
had to forego investments in United 
States sources. The situation was, there- 
fore, no United States investments or 
no exemption. 


The new rule 


The Internal Revenue Code of 1954, 
however, remedied this situation. Since 
the purpose was to tax income from 
United States sources, provision was 
made that a foreign situs trust could not 


qualify for exemption, but, if all other 
requirements were met, the favorable tax 
treatment under a qualified plan would 
inure to the employer and employee. 
participants. 

A qualified pension, profit-sharing, or 
stock bonus trust is exempt from Federal 
income tax, unless it is operated as a 
feeder organization, or engages in a 
prohibited transaction. In order to 
qualify, the trust must be part of a plan 
of an employer for the exclusive benefit 
of his employees or their beneficiaries 
and must satisfy other requirements, in- 
cluding one that it be created or or- 
ganized in the United States. Thus, a 
foreign-situs trust cannot qualify for 
exemption in the United States regard- 
less of whether it is established by a 
domestic or foreign employer, and re- 
gardless of the extent of its investment 
powers. Of course, a foreign trust which 
derives no income from United States 
sources is not subject to tax in the 
United States, but, to the extent that it 
has such income, tax is collected by with- 
holding at the source. 

The requirement that the trust be 
created or organized in the United States 
contemplates that the trust must be 
maintained at all times as a domestic 
trust.5 This is apparent from the legis- 
lative history.® In the absence of such a 
requirement, a trust which was created 
or organized in the United States might 
move to a foreign domicile, and, if it 
were permitted to retain its exempt 
status, the statutory intent would be 
circumvented in that income from invest- 
ments in United States sources would 
escape taxation in this country. The 
term “United States” includes only the 
States (previously, Alaska and Hawaii), 
and the District of Columbia. 
Discrimination 

An exempt trust must be part of a 
qualified plan. Thus, all of the ap- 
plicable requirements, inclusive of the 
provisions for coverage, must be met, 
notwithstanding the fact that the plan 
may cover employees in foreign services. 
A classification consisting only of em- 
ployees who are citizens of the United 
States may or may not be acceptable. 
The facts in the case under considera- 


tion are controlling in this respect. 

Of course, if the percentage require- 
ments are met,? coverage is not much of 
a problem. This, however, is not feasible 
in many cases and resort must frequent- 
ly be had to the alternative for a non- 
discriminatory classification. 


In such 
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cases, coverage may be limited to em- 
ployees in various classifications, such as 
those who have either reached a desig- 
nated age or have been employed for a 
desiynated number of years, or are em- 
ployed in certain designated depart- 
ments or are in other classifications, pro- 
vided the effect of covering only such 
employees does not discriminate in favor 
of those who are officers, shareholders, 
supervisors, OF highly compensated.§ 
Similarly, a classification which is limited 
to employees who are citizens of the 
United States may be acceptable if such 
coverage does not result in the pro- 
hibited discrimination. 

An employer may designate one or 
several trusts or trusts and an annuity 
plan as constituting one plan which is 
intended to qualify, in which case all of 
the trusts and plans taken as a whole 
may meet the coverage requirements. If 
all of the plans so designated cover a 
sufficient.portion of all employees, there 
is no requirement that a definite propor- 
tion of employees be included in any one 
plan.® Thus, notwithstanding the fact 
that a particular plan standing alone 
may not qualify, if it is part of a group 
which, considered as a unit, satisfies the 
qualification requirements, it is held to 
qualify as part of such group.1° There- 
fore, although a separate foreign service 
plan may not qualify on its own merits, 
if it is part of a qualified group, all plans 
which are included therein are deemed 
to be qualified. 

A classification which, on the surface, 
appears to be discriminatory because it 
is limited to employees who are com- 
pensated in excess of a specified earnings 
level, may be acceptable if the benefits 
provided for the covered employees are 
properly integrated with the old-age and 
survivor benefits under the 
Social Security Act.11 Thus, if those for- 
eign service employees who are to be 
included in the plan are compensated in 
excess of a specified level, such as $3,600, 
$4,200, or $4,800 per annum, and the 
benefits provided for them are appro- 
priately integrated,12 the plan may 
qualify notwithstanding the exclusion of 
others compensated below such level. 


insurance 


Integration 

It is also possible to integrate plan 
benefits with those under a foreign so- 
cial security system provided that the 
factors are comparable and can be 
equated. For example, under the Na- 
tional Insurance Act of Great Britain, 
a basic retirement pension of 40 shillings 


per week was provided, effective since 
May of 1955. The pension is payable at 
age 65 for men, and 60 for women, with 
provision for increases for each six- 
month period that retirement is, de- 
ferred, by 1 shilling, 6 pence, but is 
limited te 10 such increases. Reductions 
are made for earnings before age 70 for 
men, and 65 for women, of over £2 
per week on the basis of one shilling of 
retirement benefit for each shilling of 
earnings. A pension of 25 shillings per 
week is also provided for the wife of a 
pensioner, unless she is entitled to a 
pension because of her own earnings. 
Hence, if the benefits under the plan 
for employees in Great Britain who earn 
in excess of the insured compensation 
level are appropriately integrated with 
the Insurance 
Act, the plan may be held to qualify. 

Many other countries have their own 
social security systems. To the extent 
that a plan of an American employer for 


those under National 


employees in any of such countries, who 
are compensated above the insurance 
level, is integrated with the local system, 
the plan may qualify. Since many foreign 
social security systems are involved, and 
changes are effected periodically, it has 
not been feasible to establish integra- 
tion criteria for the various countries 
which will be acceptable for qualifica- 
the United States. 
Therefore, it is incumbent upon the em- 


tion purposes in 
ployer who seeks a determination as to 
integration of plan benefits with those 
under a foreign social security system to 
obtain the facts and establish that the 
total benefits under the plan and local 
system constitute an integrated and cor- 
related retirement system which satisfy 
the qualification requirements. 


Employer deductions 

The American employer who provides 
pensions for employees in foreign service 
deductions under various 
circumstances. The most common form 


may obtain 


is through contributions to an exempt 
trust under a qualified plan. Other 
means, however, are also available. 

The employer who makes contribu- 
tions to an exempt trust is allowed de- 
ductions within prescribed limits, which 


1 Rev. Rul. 56-176, CB 1956-1, 560. 

21.R. Mim. No. 71 (par. No. 3), CB 1952-2, 170. 
8 IRC (1939) Section 143(b) ; IRC (1954) Section 
1441. 

*IRC (1939), Section 23(p)(1)(A) as to em- 
ployer’s deductions, and Section 165(b) as to de- 
ferred tax and long-term capital gain treatment 
for employees and their beneficiaries. 

5 Regulation Section 1.401-1(a) (3) (i). 

® House Report No. 1337, Committee on Ways 


and Means, to accompany H.R. 8300, 83rd Con- 
gress, 2nd session, p. Al51; Senate Report No. 
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are identical regardless of whether only 
citizens and residents of the United 
States are covered, or whether non-resi- 
dent aliens only are covered, or whether 
all types are included in the plan. As 
heretofore pointed out, an exempt trust 
must be created or organized in the 
United States and must be maintained at 
all times as a domestic trust. 

There are occasions, however, when 
American employers find it desirable, or 
even necessary, to establish a trust in 
another country. If such foreign-situs 
trust could qualify for exemption except 
for the fact that it is a trust created or 
organized outside the United States, con- 
tributions thereto by a resident United 
States employer, or an employer which 
is a corporation or other entity of the 
United States are deductible, within the 
applicable limits, to the same extent as 
under an exempt trust. Thus, the Amer- 
ican employer who makes contributions 
to a foreign-situs trust is allowed deduc- 
tions on the same basis as to an exempt 
trust if it is part of a plan which meets 
the requirements for qualification in all 
other respects,18 

If the plan does not meet such require- 
ments, employer contributions may 
nevertheless be deductible if the em- 
ployees’ rights to or derived from such 
contributions are non-forfeitable at the 
time made.14 


Distributions 

Citizens of the United States, regard- 
less of where they may reside, and aliens 
who are residents of the United States, 
must include in gross income, for the 
purpose of determining tax liability, in- 
come from all sources, whether within or 
without the United States. Gross income, 
however, does not include earned income 
of an individual citizen of the United 
States from sources without the United 
States if the citizen is a bona fide resi- 
dent of a foreign country, or, subject to 
prescribed limits, is present in a foreign 
country or countries for at least 510 full 
days during any period of 18 consecutive 
months. 

Nonresident aliens who are employed 
abroad by American employers are not 
subject to tax in the United States on 


1622, Committee on Finance, to accompany H.R. 
8300, 83rd Congress, 2nd session, pp. 56, 290, and 
92 


7IRC (1954) Section 401(a) (3) (A). 

® Reg. Section 1.401-3(d). 

® Rev. Rul. 57-163 (Part 4(a)), CB 1957-1, 128. 
10 }S No. 27, September 2, 1944. 

11 Rex. Section 1.401-3(e). 

12Mim 6641, CB 1951-1, 41; Rev. Rul. 13, CB 
1953-", 294; and Rev. Rul. 56-692, CB 1956-2, 287. 
18 Rec. Section 1.404 (a) -11. 

4TRC 1954) Section 404(a) (5). 








32 * The Journal of Taxation «+ 


their foreign compensation. Similarly, 
they are not taxable on pensions pro- 
vided through contributions by those em- 
ployers if paid through sources outside 
the United States, that is, through 
foreign-situs trusts or insurance com- 
panies outside the United States. They 
are, however, taxable on the income at- 
tributable to pensions paid through 
sources in the United States. 


Income earned 


Earned income of an individual citizen 
of the United States from sources with- 
out the United States stands in a unique 
position for tax purposes. Such income 
is not includible in gross income, under 
applicable circumstances, in order to 
afford the same treatment to the United 
States citizen employed abroad as may 
be available to nationals of the foreign 
country involved. The earned income of 
such nationals may not be taxable in 
their own country, but if similar income 
of a United States citizen employed in 
the same country were subject to tax in 
the United States his position would be 
less favorable. In order to equalize this 
situation, special provision has been 
made for foreign service income, inclu- 
sive of employer contributions for pen- 
sions on account of such service. 

The circumstances under which an 
individual citizen of the United States 
is not taxable on earned income from 
sources without the United States are: 
(1) bona fide residence in a foreign 
country or countries for an uninter- 
rupted period which includes an entire 
taxable year, or (2) presence in a foreign 
country or countries for at least 510 full 
days in any period of 18 consecutive 
months. There is no limit on the amount 
of income earned in the first situation, 
bona fide residence in a foreign country 
or countries. In the second situation, 
however, presence in a foreign country 
or countries for at least 510 full days, 
the exclusion for the taxable year can- 
not exceed $20,000 if the 18-month 
period includes the entire taxable year. 
If such period does not include the en- 
tire taxable year, the amount excluded 
for such taxable year shall not exceed an 
amount which bears the same ratio to 
$20,000 as the number of days in the 
part of a taxable year within the 18- 
month period bears to the total number 
of days in such year. 

Employer contributions for pensions 
on account of services rendered abroad 
are treated as employee contributions. 
Thus, the exclusion is made applicable 


July 1959 


to employer contributions which, had 
they been paid directly to the employee 
at the time of contribution, would. not 
have been includible in the gross in- 
come of the employee under the law ap- 
plicable at the time of such contribution. 
Accordingly, the United States citizen 
who qualifies as a bona fide resident of a 
foreign country or countries treats em- 
ployer contributions for pensions at- 
tributable to his foreign service as 
thuugh made by himself for the purpose 
of determining his tax-free recoverable 
base. The same treatment is also ap- 
plicable with respect to presence in a 
foreign country or countries for at least 
510 full days in any period of 18 con- 
secutive months. In view of the $20,000 
limitation, however, which is applicable 
to total compensation, inclusive of direct 
remuneration and contributions for pen- 
sions, the pension would usually be a 
small amount. 


Long-service pensions 


For taxable years commencing after 
1950, it is immaterial whether the pen- 
sion is paid while the employee is a 
nonresident or has returned to the 
United States. This result was brought 
about by the Revenue Act of 1951, which 
exempts a citizen’s earned income from 
sources without the United States, pro- 
vided that he meets the residence or 
presence -in-a-foreign-country-or-coun- 
tries requirement, and his earned income 
from sources without the United States 
is attributable to the period of foreign 
residence or presence. 

The situation was different between 
1924 and 1951. The pension paid in the 
United States to a citizen, based on 
service abroad as a bona fide resident 
of a foreign country, was held to be 
fully taxable, except for the year of 
change of residence.15 The treatment 
for prior years is important to citizens 
of the United States who have been em- 
ployed in foreign service for many years 
and receive pensions in the United States 
after retirement. 

Employer contributions before March 
1, 1913 are deemed to have been non- 
taxable income to the employee, and are 
treated as his own contributions. Be- 
tween March 1, 1913, and January 1, 
1925, there had been no provision for 
exclusion of earned income of a United 
States citizen residing in a foreign coun- 
try. Provision was first made under the 
Revenue Act of 1926, effective as of 
January 1, 1925, for exclusion from gross 
income: “In the case of an individual 


citizen of the United States, a bona fide 
nonresident of the United States for 
more than six months during the taxable 
year, amounts received from sources 
without the United States if such 
amounts constitute earned income . . .” 

In view of these changes, a citizen of 
the United States who commenced for. 
eign service prior to March 1, 1913, is 
confronted with various adjustments in 
computing his tax-free recoverable base, 
in accordance with the tax status of 
foreign service income under the re. 
spective Revenue Acts. This is necessi- 
tated by the provision under the 1954 
Code that in computing the aggregate of 
the employee’s consideration, amounts 
contributed by the employer shall be in- 
cluded to the extent that—“if such 
amounts had been paid directly to the 
employee at the time they were con- 
tributed, they would not have been in- 
cludible in the gross income of the em- 
ployee under the law applicable at the 
time of such contribution.” They would 
not have been includible prior to March 
1, 1913. They would have been includ- 
ible between March 1, 1913, and January 
1, 1925. They would not have been in- 
cludible between January 1, 1925, and 
January 1, 1951, if contributed during 
the employee’s bona fide foreign resi- 
dence for the required time. They have 
not been includible since January |, 
1951, regardless of whether the employee 
was still abroad when the contribution 
was made or had returned to the United 
States, provided that such contributions 
are attributable to foreign service for the 
required time. 

Where employer contributions are 
allocated to employees by years, it is a 
simple matter to determine the portion 
includible in the employee’s base by 
merely segregating the applicable 
amounts. The situation, however, be- 
comes complex where allocations are not 
made to individual accounts as, for ex- 
ample, where funding is on an aggregate 
basis and no records are maintained 
showing contributions attributable to in- 
dividual participants. In such case, al- 
locations may be made on the basis of 
the same actuarial factors which are used 
in valuing the plan. The value of an 
annuity for the age and sex of the par- 
ticular employee is determined in ac- 
cordance with such factors. Earnings on 
the fund are then excluded since only 
contributions are being considered. Em- 
ployee contributions if any, are also 
eliminated. The balance is then spread 
over the respective years of employer 
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contributions in the ratio of the total of 
each year’s contributions to the aggre- 
gate contributions for all years. If, for 
example, such aggregate is $1,000,000 
and the total for the period between 
March 1, 1913, and January 1, 1925, is 
$100,000, then 10% of the cost of the 
individual annuity, attributable to em- 
ployer contributions, is deemed applica- 
ble to such period. The same procedure 
is followed for the remaining periods 
and the total of employer contributions 
for the individual employee, attributable 
to years during which such contributions, 
had they been paid directly to the em- 
ployee, would not have been includible 
in his gross income, is treated as if con- 
tributed by the employee. 

The status for qualification of the plan 
under which the pensions are provided 
js not material. The treatment is the 
same whether the plan is qualified or 
not. As long as the requirements for 
foreign residence or presence in a for- 
eign country are met earned income 
from sources without the United States 
is excludible from gross income. The fact 
that the pension is received within the 
United States does not affect the result. 


Non-resident aliens 

Except where treaties are entered into 
to the contrary, nonresident aliens, not 
engaged in trade or business in the 
United States are taxable on amounts 
received from specified sources in the 
United States. inclusive of distributions 
from exempt employees’ trusts. The 
source of distribution determines the 
status for taxation. If the distribution is 
made from a source outside the United 
States, such as a foreign-situs trust or 
foreign insurance company, the non- 
resident alien is not subject to United 
States income tax, notwithstanding the 
fact that the distribution may have arisen 
from contributions made by a United 
States employer. Of course, tax would 
attach at the source through withholding 
on specified payments of income from 
sources within the United States whether 
pai dto the nonresident alien directly 
or to a foreign corporation. 


Total distributions 

The long-term capital gain treatment 
applies to total distributions from an 
exempt employees’ trust, or qualified 
non-trusteed annuity plan, if paid within 
one taxable year of the distributee on 
account of the employee’s death or other 
separation from the service, or on ac- 
count of the death of the employee after 





his separation from the service. Non- 
resident aliens are taxable on capital 
gains from sources within the United 
States on the basis of time of actual 
presence in this country. If a nonresi- 
dent alien who is not engaged in trade 
or business in the United States is 
present in the United States for less than 
90 days during the taxable year he is 
taxable on gains derived from sales or 
exchanges in the United States effected 
during his presence. If he is present in 
the United States for 90 days or more 
during a taxable year, he is taxed on all 
such gains for the year, whether or not 
he was present when the transactions 
were consummated. If however, he is not 
present in the United States at any time 
during the taxable year, he is not sub- 
ject to tax on capital gains from sources 
in the United States. 

Thus, with respect to total distribu- 
tions from exempt employees’ trusts, or 
qualified non-trusteed annuity plans, 
nonresident aliens had fared better than 
citizens or alien residents in the United 
States who received similar distributions. 
This situation, however, was remedied 


by the 1954 Code with a provision for , 


the taxation of such gains at 30% by 
withholding at the source. This rate 
applies to the taxable portion of the dis- 
tribution without regard to the 50% de- 
duction which is otherwise applicable to 
long-term capital gains. Thus, for ex- 
ample if a total distribution of $1,000 is 
made from a non-contributory exempt 
employees’ trust to a nonresident alien, 
the withholding tax is $300, not $150. 


Tax treaties 

Tax treaties with foreign countries 
govern the treatment of income received 
by non-resident aliens from sources with- 
in the United States. Provisions are in- 
cluded in most such conventions which 
expressly exempt private pensions and 
life annuities paid from sources in the 
United States to the nonresident aliens 
who are nationals of the foreign signa- 
tory country. The Regulations promul- 
gated pursuant to the various treaties 
containing such provisions expressly ex- 
empt pensions and life annuities from 
the withiuiding requirements. 

‘The stveus for exemption of certain 
types of income, and the rate of tax 
which 4s applicable to taxable income, 
are fixed by treaty with the particular 
foreign country involved. Thus, for ex- 
ample, pension payments made from an 
employees’ trust of a domestic employer, 
for services performed in the United 
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States, to a Danish citizen residing in 
South Africa are subject to withholding 
tax, but if such Danish citizen should 
resume residence in Denmark, the pen- 
sions would not be taxable.16 This result 
is due to the specific wording of the 
treaties with the two foreign countries 
involved. The convention with the 
Union of South Africa provides: “Pen- 
sions and life annuities derived from 
sources within one of the contracting 
States and paid to individuals in the 
other State shall be exempt from taxa- 
tion by the latter State.” (Emphasis 
added). On the other hand, the conven- 
tion with the Kingdom of Denmark pro- 
vides: “Private pensions and life annui- 
ties derived from within one of the 
contracting States and paid to indi- 
viduals residing in the other contracting 
State shall be exempt from taxation in 
the former State.” (Emphasis added.) 

Although a provision for exemption 
of private pensions and life annuities 
may be included in a tax treaty with a 
foreign country, such provision does not 
extend to lump sum distributions which 
qualify for the long-term capital gain 
treatment. If capital gains are to be 
exempt from tax, specific provision must 
be made. Thus, for example, the tax 
treaty with Canada includes a provision, 
in addition to one exempting pensions 
and life annuities, that gains derived in 
one of the contracting States from the 
sale or exchange of capital assets by a 
resident or corporation or other en- 
tity of the other contracting State shall 
be exempt from taxation in the former 
State, provided such resident or corpora- 
tion or other entity has no permanent 
establishment in the former State. Ac- 
cordingly, total distributions from an 
exempt employees’ trust paid to a non- 
resident alien residing in Canada for 
services of an employee rendered outside 
the United States are exempt from in- 
come tax in the United States.17 


Foreign-situs trusts 


As previously pointed out, unless a 
trust is created or organized in the 
United States and maintained as a 
domestic trust it cannot qualify for ex- 
emption. If, however, the trust could 
qualify for exemption except for the fact 


15 Wood, 104 F. Supp. 1020 (1952); Estate of 
J. W. Flanagan, 18 TC 1241 (1952), remanded 
with directions to vacate decision, 1 PPR par. 
10322 (CA-2, 4/13/54); however, taxpayer's con- 
tention sustained in C. A. Crispin, 200 F.2d, 99 
(CA-9, 1952), that employer’s contribution con- 
stituted income in the year he attained retire- 
ment age, while he was still abroad, and, there- 
fore, not taxable. 

16 Rev. Rul. 56-325, CB 1956-2, 1125. 

17 Rev. Rul. 56-446, CB 1956-2, 1065. 
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[This article is based on a paper pre- 
sented by Mr. Goodman at a forum in 
New York in May, sponsored by the 
International Division of the American 
Management Association.] 





that its situs is in a foreign country, dis- 
tributees thereunder are granted the 
same tax treatment as is.available under 
an exempt trust. Thus, a total distribu- 
tion in one taxable year of the dis- 
tributee on account of the death of an 
employee, or separatio.2 from service for 
other reasons, or death after separation 
from service, is taxed as a long-term capi- 
tal gain, except in the case of a non- 
resident alien, with respect to whose dis- 
tribution treatment is 
denied and tax is withheld at source. >» 


capital gain 


New foreign trade magazine 

WE CALL TO THE ATTENTION of our 
readers a new periodical, The Interna- 
tional Executive, (P.O. Box 104, River- 
dale Station, New York 71, New York, 
$15 per annum). Its first issue (Winter 
1959) reflects its twofold function: to 
provide both a bibliography and a digest 
of articles published elsewhere that may 
be of interest to executives in inter- 
national business. The articles noted or 
summarized include, but are not limited 
to, the tax field. j 


Fe " 


New decisions 





Foreign tax credit limiting ratio to re- 
flect untaxed foreign investment income. 
Section 131(b) of the 1939 Code (simi- 
lar to Section 904(a) of the 1954 Code) 
limits the credit for foreign taxes to an 
amount not in excess of the proportion 
of the U. S. tax which the taxpayer's 
normal tax met net income from sources 
within a foreign country bears to his 
entire normal tax net income. Taxpayer 
here is a mutual insurance company 
which paid Canadian income tax on 
its underwriting profits only. However, 
it stipulated with the Commissioner 
that the denominator of the limitation 
fraction should consist of its entire net 
investment income from the U. S. and 
Canada. The Tax Court held that be- 
cause of the stipulation of the denom- 
inator, the numerator must be based on 
net Canadian investment income even 
though Canada did not tax such income, 
nor allow a deduction for home office 
expenses attributable to Canadian in- 
come. This court affirms, observing that 
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relief from taxation of the same income 
by different taxing authorities is a privi- 
lege, not a matter of right. The relief 
statute must be strictly interpreted. 
Federated Mutual Implement & Hdwe. 
Ins. Co., CA-8, 5/4/59. 


*Canadian corporation not liable for 
U. S. tax. Cyrus Eaton and William 
Daley, both employees of Otis & Co., the 
U. S. investment banking firm, were the 
spark plug in the development of the 
Canadian mine Steep Rock. Their finan- 
..al interest was their ownership of tax- 





*Stock received as bonus was long-term 
compensation. Taxpayer agreed with his 
father that he would continue to work 
for a corporation his father controlled 
for 10 years if, after this period, his 
father would give him a stock interest. 
The court first finds the value of this 
closely-held stock. It then concludes that 
this was a special employment apart 
from the salary taxpayer drew from the 
corporation during the 10-year period. 
As such, it qualifies for the spreadback 
applicable to income earned over a 
period of 3 years or more. Bader, DC 
Ill., 3/26/59. 


Car presented to friend of president for 
business lead not income; it’s a gift. 
After taxpayer supplied a friend of his, 
the president of a corporation, with the 
names of possible customers, the corpo- 
ration gave taxpayer a Cadillac. He 
claims that the car is not taxable in- 
come as it was a gift. This court re- 
verses the Tax Court and agrees it 
was a gift. The statements of taxpayer, 
his accountant and the accountant for 
the corporation make it clear that at the 
time of the presentation the car was in- 
tended as a gift. The fact that subse- 
quently the corporation decided to de- 
duct the cost of the car as a finder’s 
fee does not change the character of the 
transfer. Duberstein, CA-6, 4/8/59. 


Corporate minutes recognized as accru- 
ing liability for 30 monthly payments to 
employee. To alleviate the financial 
hardship suffered by an employee who 
had an incurable cancer and who, be- 
cause of his foreign service, was outside 
the ordinary pension plan, taxpayer, his 
employer, voted him in i953 the sum 
of $33,750 to be paid in installments 
over 30 months. Should he die, the pay- 


New compensation decisions this month 





payer here, created to act as sales agent 
for Steep Rock. Taxpayer had a mailing 
address in Ohio but no assets, books, 
officers, directors, employees, or other 
agents authorized to do business for it 
in the U. S. The Tax Court held tax. 
payer did not engage in trade or busi- 
ness nor did it create a “permanent 
establishment” here. Accordingly, pur- 
suant to the Canadian tax treaty, it is 
immune from U. S. tax on industrial or 
commercial profits. This court affirms, 
Consolidated Premium Iron Ores, Ltd., 
CA-6, 4/10/59. 


ments would be made to his widow or 
her estate. The Tax Court held the full 
authorized payment of $33,750 became 
an unconditional obligation in 1953 and 
consituted a properly accrued deduction 
for that year. Section 23(p), deferring 
a deduction for deferred compensation 
to the year of payment, does not apply 
since the amount authorized was not 
paid as compensation under a deferred 
compensation plan. The court said that, 
while there was no legal obligation to 
pay created by the resolution of the 
board of directors, it was the final act 
which made definite and certain the 
amount payable. This court affirms with- 
out opinion. Champion Spark Plug Co., 
CA-6, 4/23/59. 


Adjustment for gains in limiting pen- 
sion plan contribution. In computing 
limits on deductions for contributions to 
qualified plans, the total allowable must 
be reduced to reflect the experience of 
the company which is more favorable 
than the assumptions on which contri- 
butions in prior years were based. The 
IRS here explains acceptable methods of 
making adjustment. Rev. Rul. 59-153. 


Employee’s leave of absence (military or 
otherwise) may not destroy stock option. 
The IRS discusses the effect that active 
military service of an optionee has upon 
the employer-employee relationship for 
purposes of a restricted stock option. 
The regulations require that the op- 
tionee be an employee at grant and 
within three months of exercise. How- 
ever, the test whether an employer-em- 
ployée relationship ‘exists is stricter at 
time of grant. Hence an employee on 
leave of absence at grant will not 
qualify; though leave at time of exercise 
may be permissible. Rev. Rul. 59-140. 
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Effective tax procedures 


EDITED BY MARTIN M. LORE, LL.B., CPA 





Adopting an inconsistent position may, 


though rarely, open a closed tax year 


by LEONARD SARNER 


So firmly has the annual accounting principle been embedded in the Code that 


the correction of obvious and sizeable errors can rarely be made once the Statute 


of Limitations has closed the year. Only after the courts made the whole matter 


unbearably confusing by struggling to achieve fairness through the application of 


equitable principles which developed in utterly different kinds of litigation, did 


Congress enact specific rules outlining circumstances under which closed years 


would be opened to correct error. In view of the constantly changing interpreta- 


tions of the tax law, it will be rare indeed for a taxpayer not to adopt at some 


time a position inconsistent with the treatment he afforded an item in prior years 


and tax advisors should be alert to the consequences of taking such an action. Mr. 


Sarner emphasizes the strictness with which Cede sections mitigating limitation were 


written and the narrowness with which the courts are interpreting them. 


i pw INTERNAL REVENUE CODE and regu- 
lations state explicitly that each tax- 
able year shall reflect the income and 
deductions attributable to that year and 
no other. This sacredness of the annual 
reporting principle and the resulting in- 
ability to offset expenses in one year 
arising out of the very same transac- 
tion was illustrated a long time ago by 
the Supreme Court in Sanford and 
Brooks Co., 282 U. S. 359 (1930). Despite 
the fact tha »he total expenses incurred 
by Sanford and Brooks over a number 
of years resulted in a net loss on a long- 
term dredging contract, the receipts were 
taxable income in the one year received 
or accrued. 

ludicial attempts to cope with erron- 
cuus treatment of an item of income in 
a closed year have led at times to the 
use of the equitable principles of 
estoppel, recoupment and setoff, but 
none has proved entirely satisfactory. 

Estoppel prevents a change of posi- 
tion even though the original position 
was erroneous. Traditionally, it is in- 
voked when one party misrepresents 
facts and the other party relies on it. It 
isa most difficult concept to apply. For 
example, suppose a taxpayer received a 
taxable stock dividend which should 











have been reported as income but was 
not. Years later the stock is sold and the 
taxpayer now correctly uses as the basis 
for the dividend stock its fair market 
value when received. Of course, if he 
were required to continue to treat the 
dividend stock as received tax free its 
basis would be either zero or an appor- 
tioned part of the cost of the stock on 
which it was received. 

Estoppel will not prevent him from 
using the correct fair market value basis. 
See Hall Park McCollough, 153 F.2d 345 
(CA-2, 
not a misrepresentation of fact. How- 


1946); his was an error of law 


ever, estoppel has been applied when 
a deduction is sought to be taken twice. 
In Comar Oil Co., 107 F.2d 709 (CA-8, 
1939), a taxpayer took a deduction for 
anticipated losses by crediting a reserve 
for such losses in its return for 1926. 
This concededly was improper. Later on 
and after the statute of limitations had 
run on 1926, the taxpayer attempted to 
deduct the losses when they actually oc- 
curred. The court said, in effect, that 
whether the claimed deduction in the 
earlier year was right or wrong was im- 
material. The deduction had been al- 
lowed at the taxpayer’s request and he 
could not be allowed a second deduction 
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for the same loss after the earlier year 
had been barred by the statute of limita- 
tions. 

Recoupment and setoff are rarely ap- 
plied and these remedies contain an in- 
herent limitation in that they are not 
applicable to Tax Court proceedings 
since the Tax Court has no equity 
powers. In Gooch Milling & Elevator 
Company, 320 U. S, 418 (1943), the Com- 
missioner lowered opening inventory but 
taxpayer could not offset against the re- 
sulting assessment the improper tax it 
paid for the preceeding year when its 
closing inventory necessarily was over- 
stated by the same amount. Moreover, 
the Electric Storage Battery case, $29 
U. S. 296 (1946), shows that even where 
recoupment and setoff are allowed in dis- 
trict court proceedings on claims for re- 
fund, the offset items must arise from 
the very same transaction, and the term 
transaction is given quite a restricted 
meaning. 


Statutory remedies 


Efforts to provide a statutory remedy 
for the problem culminated in the en- 
actment of Section 820 of the Revenue 
Act of 1938, later Section 3801 of the 
1939 Internal Revenue Code, and now 
Sections 1311-1315 of the 1954 Internal 
Revenue Code. This Code provision is 
designed to take the profit out of in- 
consistency by either the taxpayer or 
the IRS whether fortuitious or designed. 
Inconsistency in this context is illus- 
trated by either the taxpayer or the 
Government taking a favorable position 
with respect to an item of income and 
then, after the statute of limitations 
bars reexamining the original position, 
finding it to his advantage to take a 
different position with respect to the 
same item in another year. The stock 
dividend case mentioned previously illus- 
trates this inconsistency from the point 
of view of the taxpayer. His claim that 
the stock dividend was not taxable in- 
come when received would result in a 
low apportioned basis for the dividend 
share. Then when the year of receipt 
of the dividend is closed by the statute 
of limitations, if he claims that the divi- 
dend was in fact taxable and has a high 
fair-market-value basis, he reduces the 
gain on its sale. 

Congress provided for a correction of 
the error; it did not perpetuate it as 
estoppel would. The Code seeks to put 
the parties in the place they would 
occupy had the error never been com- 
mitted. However, the statute is far from 
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all-embracing; the errors which can be 
corrected are confined to certain speci- 
fied items and transactions. Moreover, 
even though the error qualifies as one 
of these specified items, definite condi- 
tions on the right to obtain relief must 
also be met. 


Prerequisites to relief 

Four conditions must exist before the 
taxpayer or the Government is allowed 
to correct an error: 

First, 
earlier treatment of one of the seven 
listed items affecting income of the tax- 


there must be an erroneous 


payer or a related taxpayer. These seven 
items are: 
Double inclusion of gross income 
Double disallowance of deduction 
Double 
credit 


allowance of deduction or 

Double exclusion of gross income 

Transactions affecting basis 

Correlative deductions and inclusions 
for trusts and estates and beneficiaries 

Correlative deductions and inclusions 
for related corporations 

Related taxpayer covers only husband 
and wife; grantor, fiduciary, and bene- 
ficiary of an estate or trust; decedent and 
decedent’s estate; affiliated corporations! 
and partners. Thus, a corporation and 
controlling shareholder are not related. 

Second, there must be a determination 
of the proper treatment of the specified 
item handled erroneously in the earlier 
year. 

Third, the statute of limitations, res 
judicata, or some similar doctrine which 
acts as a bar to correct the error in the 
closed year must be present. 

Finally, the determination, in all 
but two of the seven listed circumstances, 
must adopt a position maintained by the 
party who profited by the earlier erron- 
eous treatment which is inconsistent with 
such prior erroneous treatment. 

If all these conditions are met, then 
the tax for the closed year is computed 
with the error corrected. 


Double inclusion of income 


A determination may properly compel 
a taxpayer to include in gross income an 
item which erroneously was included in 
another taxable year or in the gross in- 
come of a related taxpayer. This is called 
a double inclusion of an item of gross 
income (Section 1312 (1)). For example, 
a cash basis taxpayer, who receives rent 
in 1948 may have erroneously reported 
it in 1947 when it accrued. In 1952 after 


the statute of limitations bars a refund 
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for 1947, the Commissioner issues a de- 
ficiency notice including the rent in 
1948 when it was actually received by the 
taxpayer and properly taxable. This 
treatment is sustained by the Tax Court. 
Since the taxpayer was forced to pay 
tax on the same item of rent in both 
1947 and 1948 he is authorized by the 
section to bring his claim for refund for 
1947 even though normally this year 
would be closed. 

Or, assume that a husband assigns his 
salary to his wife and contrary to the 
rule that income is taxable to the one 
who earns it, the wife reports the salary 
when received in 1952 and the husband 
does not. Later a deficiency notice is 
issued against the wife for this year 1952 
relating to other issues. The wife, for 
some reason, does not mention the salary 
item and the Tax Court sustains the 
Commissioner. Now in 1955 let us as- 
sume further that there is a determina- 
tion that the husband was taxable on 
the salary income in 1952. The section 
allows the wife to sue for a refund. This 
action normally would be barred by the 
rule that there can be no separate refund 
proceeding for a year involved in a Tax 
Court decision. Nevertheless, since hus- 
band and wife are related taxpayers, she 
qualifies for relief under Section 1312(1). 

On the other hand, if the husband had 
assigned his salary to his son who had 
reported it and been involved in the 
same type of Tax Court proceeding as 
was the wife, the son could not obtain 
refund after the income was held tax- 
able to the father, since father and son 
are not related taxpayers. 


Double disallowance of deduction 


Correction of a double disallowance 
of a deduction or credit can also result 
in a refund. (Section 1312(4)). This is 
a determination which disallows a de- 
duction or credit which should have 
been allowed, but was not, to the tax- 
payer himself for another taxable year, 
or to a related taxpayer. An example of 
this circumstance is an accrual basis tax- 
payer who fails to deduct an expense 
properly accruable in 1950 and then im- 
properly deducts it when paid in 1951. 
Later on, a deficiency is asserted against 
the taxpayer for 1951 and the Tax 
Court properly disallows the expense in 
the later year. Even though the statute 
of limitations may now bar the year 
1950, the taxpayer would be entitled to 
a refund for 1950, since the expense, dis- 
allowed in 1951, was properly allowable 
in 1950. This provision might seem to 





create the danger that many years after 
a deduction should have been taken, a 
taxpayer can claim the deduction knoy- 
ing it is improper, have it disallowed by 
a determination, and then file his claim 
for refund for the old year. To prevent 
this, the section provides that the ad just- 
ment can be made only if the correction 
was not barred at the time the taxpayer 
first asserted in writing that he was en- 
titled to the deduction by filing a tax 
return or claiming a refund, or by peti- 
tion in the Tax Court. (Section 1311(b) 
(2)(B)). Thus, as in the example, when 
the accrual basis taxpayer deducted the 
expense paid on the 1951 return, the 
year 1950, which was the proper year of 
the accrual, was not then barred and 
the correction could be made even 
though the Tax Court proceeding in- 


. volving 1951 was not finally completed 


until years later. On the other hand, if 
the year 1946 were the proper year for 
the accrual, the deduction of the ex. 
pense claimed on the 1951 return would 
be too late because by that time 1946 
was closed. 

Furthermore, as will be covered in 
more detail later, the double disallow- 
ance of a deduction or credit is one of 
two circumstances where there need not 
be an inconsistent position for the ad- 
justment to be made. (Section 1311(b) 


(1). 


Double allowance of deduction 


Two types of erroneous treatment can 
give the IRS the power to collect other 
wise barred deficiencies. One is the 
double exclusion by a taxpayer of an 
item of gross income. (Section 1312(3)). 
The other is a double allowance of a 
deduction or credit, where the deter- 
mination allows a deduction or credit 
which was erroneously allowed to the 
taxpayer for another taxable year or to 
a related taxpayer. (Section 1312(2)). 
Double deduction may be illustrated by 
a taxpayer who claims a loss by fire in 
1950 but later determines that the fire 
occurred in 1951 and files his claim for 
refund for this latter after the 
statute of limitations has passed on 1950. 
The 1951 claim for refund is allowed. 


vear 


The Government now is empowered to 


make the adjustment by deficiency notict 
for 1950. 

The type of case giving rise to a po 
tential deficiency through a double ex- 
clusion of income is exemplified by an 
accrual basis taxpayer who received his 
1950 salary in 1951 and erroneously re 
ports the salary as income for the later 
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year. After the statute of limitations for 


1950 passes, the Commissioner issues a 
deficiency notice for 1951 on other mat- 
ters and the taxpayer successfully main- 
tains in the Tax Court that his salary 
had accrued in 1950 and therefore was 
not taxable in 1951. Hence, an item of 
income has been excluded for both 1950 
and 1951 and the Government can now 
obtain a correction of the error by 
asserting a deficiency under the section 
for 1950. 

Here again, there is the danger that 
many years after a taxable year is closed 
by the statute of limitations, the Com- 
missioner may realize that an item of 
income should have been included in the 
closed year. Accordingly, he arbitrarily 
says that the same item is income for a 
current year, obtains a determination 
that it is not so taxable in the current 
year, and now seeks to open up the 
closed year. The Code gives relief to the 
taxpayer from this type of arbitrary ac- 
tion by the Government by providing 
that if the taxpayer never included the 
item in any tax return filed by him or 
paid a tax on that item, the Commis- 
sioner can open up the closed year only 
if at the time he issues the deficiency 
notice for the current year, the earlier 
year in which the item was properly in- 
dudable was not then barred. (Section 
1311(b)(2)(A)). accrued 
salary illustration above, although 1950 


Thus, in the 


was barred by the statute of limitations 
at the time the Commissioner issued his 
deficiency notice for 1951, the Govern- 
ment was still entitled to the adjustment 
for 1950 since the taxpayer had included 
this salary item in his tax return. (Sec- 
tion 1312(3)(A)). On the other hand, if 
the taxpayer had never reported the 
salary at all, either for 1950 or 1951, a 
deficiency notice issued for 1951 after 
1950 was closed and a determination 
that the accrued salary was not taxable 
in 1951 when it was received, would not 
open up the year 1950 since 1950 was 
already barred at the time the deficiency 
notice for 1951 was first issued. In this 
where there is no requirement that an 
inconsistent position be maintained by 
the party profiting by the earlier erron- 
cous treatment. (Section 1311(b)(1)). 


Transactions affecting basis 

Many times the basis of property is 
affected by an erroneous inclusion in or 
omission from gross income, an erron- 
cous recognition or non-recognition of 
gain or loss, an erroneous expensing or 
capitalization of an item. In the stock 











dividend case mentioned before it was 
assumed the dividend was taxable when 
received but was not reported. Years 
later when the dividend stock was sold 
the taxpayer used the proper fair mar- 
ket value basis to determine his gain on 
the sale. The question arises whether or 
not there can be an adjustment for the 
inconsistency. 

In this type of case the definition of 
related taxpayer is further restricted. 
(Section 1312(7)(B)). The taxpayer him- 
self must be involved in both years. If 
not, then if the property were received 
and incorrectly treated in the earlier 
transaction, the current taxpayer must 
be a donee of that property. Or, if the 
current taxpayer is not the holder of the 
property actually received in the earlier 
transaction, he must hold the property 
on which the distribution was made, i.e., 
the original stock on which the stock 
dividend was paid, and must have as his 
basis for such property, a basis deter- 
mined in whole or in part by the basis 
of his transferor. 

The first thing to note is that the de- 
termination must fix the basis of the 
property. It can do this for any purpose 
and is not limited to a determination of 
basis for sale or exchange as was true 
under the earlier law. Thus, in the stock 
dividend case, if it is determined that 
the stock dividend has a fair market 
value basis for purposes of gain or loss 
on the current sale, the Commissioner 
under this section can go back and open 
up the closed year in which the dividend 
was received and assess a deficiency pre- 
dicated on the taxability of the divi- 
dend as income. 

On the other hand, it must be noted 
that if the determination fixes the 
proper treatment of the earlier receipt of 
the dividend, the basis used in a sub- 
sequent year can not be adjusted under 
this section. For example, assume that 
the taxpayer received this stock dividend 
(or other distribution in kind) in 1950, 
and sold this property in 1951. Assume 
further that he did not treat the receipt 
of the dividend as income and being 
consistent, uses an apportioned basis 
on the sale in the subsequent year. 
Finally, let us assume that the year 1950 
is kept open by consents extending the 
statute of limitations, so that when the 
Commissioner finally asserted the de- 
ficiency for 1950 there was a final de- 
termination in the Tax Court that the 
receipt of the taxable 
1950 income, the year 1951 in which the 
property was sold is now closed. The tax- 


dividend was 
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[Mr. Sarner is a member of the firm of 
Wolkin, Sarner and Cooper, Philadel- 
phia. This article is adapted from a talk 
he made before the Stradley Tax Group 
in Philadelphia; another version ap- 
peared in the Practical Lawyer in its 
January, 1959 issue.) 





payer, unfortunately, may not adjust the 
year 1951, he cannot substitute for the 
low or zero basis which he had used the 
fair market value and thus reduce his 
gain on the sale. This is because the 
determination by the Tax Court with 
respect to the year 1950 was not a de- 
termination of the basis of property; it 
merely determined items which there- 
after would affect this basis. 
Brennen, 20 TC 495 (1953). 


James 


Basis adjustments and costs 


The above analysis, however, must be 
applied with some caution in view of the 
tendency of the courts to give a broad 
interpretation to items which affect in- 
come. The takes the 
view that items should “include any 
amount which affects gross income in 


court of claims 


, more than one year, and produces, as a 


result, double taxation, double deduc- 
tion, or inequitable avoidance of tax.” 
Thus in the Gooch Milling & Elevator 
Co., case, which arose prior to any legis- 
lation on the problem, opening inven- 
tory for 1936 was lowered to create a de- 
ficiency for the year 1936. The Supreme 
Court held that the taxpayer could not 
effect equitable setoff or recoupment by 
reducing the higher closing inventory of 
1935 to conform to the correct amount 
at which 1936 was opened. However, 
subsequently in the court of claims, the 
taxpayer was held entitled to reduce its 
closing inventory for 1935 and obtain 
its refund by virtue of the legislation 
now embodied in Sections 1307-1315, 
(78 F. Supp. 94 (1948). The Government 
now agrees that if there is adjustment 
to closing or opening inventory the cor- 
relative adjustment should be made for 
the other year involved. Rev. Rul. 58- 
$27. 

In a sense, this inventory decision 
was a determination of basis, but the 
court of claims in Gooch did not treat 
the adjustment as falling within the pur- 
view of the instead 
treated it as a case of double inclusion of 
an item of gross income. Indeed, it had 
been generally thought that the basis 
section did not apply to every single 
element making up the basis of an asset. 
Thus it was felt that if the Commissioner 


basis section but 
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determined that too little depreciation 
had been taken in a closed earlier year 
and reduced the basis and the deprecia- 
tion allowance, the taxpayer could not 
reopen the closed year since the failure 
to claim the earlier depreciation deduc- 
tions was not one of the three types of 
circumstances covered, i.e., an inclusion 
or omission from gross income, recogni- 
tion or non-recognition of gain or loss, 
or expensing a capital item or capitaliz- 
ing an expense. Nor was it thought that 
the section would apply to the situation 
involved in the Virginian Hotel Corp., 
case, 319 U. S. 523 (1943), where ex- 
cessive depreciation taken in 
years without a tax benefit nevertheless 
had to be deducted in computing the de- 


earlier 


preciation base. 

However, in a recent case the court of 
claims did apply the adjustment-of-basis 
provisions to just this kind of problem. 
(M. Fine & Sons Mfg. Co., Inc., 162 F. 
Supp. 763; opinion issued 6/4/58, va- 
cated and withdrawn on 12/3/58). The 
taxpayer there had two properties and 
the different treatment given deprecia- 
tion on them illustrated the complex 
workings of this law. As an inducement 
to move its business into a particular 
area taxpayer had been given two fac- 
tories in 1942 and 1944. In accordance 
with the Treasury regulation the fac- 
tories were assigned a zero basis and no 
depreciation was claimed; when one of 
the factories was sold in 1947, taxpayer 
used this zero basis to compute its gain. 

In 1950 the Supreme Court held 
(Brown Shoe Co., 339 U.S. 583) that de- 
preciation on donated equipment, com- 
puted on cost to the transferor, is allow- 
able. The taxpayer was thereupon al- 
lowed depreciation for years after 1947 
(years prior to that were closed). How- 
ever, the IRS computed the gain on the 
sale by reducing the basis by deprecia- 
tion for all years back to acquisition. In 
its second opinion the court of claims 
held that reduction of basis on sale was 
inconsistent with the failure to allow de- 
preciation in the closed years and in- 
voked the limitations-mitigations section 
of the Code. The closed years must be 
re-opened to allow prior-year deprecia- 
tion. On the factory not sold, however, 
the court said the Commissioner adopted 
no inconsistent position; he allowed 3% 
of the cost, which allowance was com- 
pletely uninfluenced by prior-year lack 
of depreciation. 

Looking particularly at the adjust- 
ment of the gain on the building sold, 
it is worth noting that the court did not 
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put the adjustment under the correction- 
of-basis provision. The erroneous dis- 
allowance by the Commissioner of one 
of the constituent elements (deprecia- 
tion) in determining cost of goods sold 
resulted, the court said, in an erroneous 
inclusion in gross income. 

This could mean, therefore, that if in 
our taxable stock dividend illustration, 
the Commissioner were to successfully 
contend that the dividend was taxable 
in the open year of receipt, the taxpayer, 
even though the statute of limitations 
may have run as to the year in which 
he sold the stock using a consistent low 
apportioned or zero basis, could still get 
his adjustment to basis in the closed year 
of the sale under the double inclusion of 
income section. Under the Tax Court 
reasoning in Brennen, supra, he would 


not be entitled to such an adjustment 


under the basis section. 


Trusts; related corporations 

These adjustments (Section 1312(5)(6)) 
could probably be taken care of by the 
other provisions, but separate treatment 
of trusts and estates was thought neces- 
sary by reason of the fact that distribu- 
tions are technically deductions rather 
than exclusions. In any event, if a trust 
erroneously pays tax on its income, but 
it is determined that the income is cur- 
rently distributable and therefore tax- 
able to the beneficiary, the trust can, 
after the statute of limitations has passed, 
still sue for refund of the tax paid. 
Similarly, if a subsidiary corporation de- 
ducts a payment to its parent as interest 
which is included in the parent corpora- 
tion’s income, and thereafter it is de- 
termined that the distribution was a 
dividend and not interest, not deduct- 
ible by the subsidiary, the parent can 
adjust for a dividend received credit, 
despite the fact that the year might 
ordinarily be closed. However, a similar 
result would not obtain where a corpo- 
ration’s salaries to its employee-share- 
holders are disallowed as excessive com- 
The employee-shareholders 
who return the full amounts.as taxable 
compensation could not get an adjust- 
ment, not being related to the corpora- 
tion. 


pensation. 


In the event that only one of several 
beneficiaries of an estate or trust were 
to successfully contest the inclusion in 
his income of amounts allegedly current- 
ly distributable by a trust, and he alone 
obtained a determination that he was 
not taxable on income retained by the 
trust, the Government could obtain a 


deficiency adjustment against the trust 
by disallowing the deduction claimed for 
currently distributable income, but only 
for income involved in that one bene. 
ficiary’s determination. Albert W. Priest 
Trust, 6 TC 221 (1946). 


Determination 

Up to this point, we have been exam- 
ining the transactions which can give rise 
to an adjustment. However there are 
other requisites of which the most im. 
portant is that there be a “determina. 
tion.” (Section 1313(a)). It is not enough 
that the taxpayer and revenue agent are 
agreed that an item affecting gross in- 
come should properly be treated in the 
taxable year in a manner inconsistent 
with its treatment in a prior year. This 
understanding must be formalized in a 
determination. 

A final decision by the Tax Court or 
by a district court or court of claims, 
after the time for taking an appeal has 
expired, obviously qualifies. Surprising. 
ly enough, the Tax Court has had to 
point out several times that the de. 
termination in the current year and an 
adjustment or correction of the error in 
the closed year require separate proceed- 
ings. Thus, when a taxpayer files his 
petition in the Tax Court contesting a 
proposed deficiency sought by the Gov- 
ernment, he cannot, as an alternative 
ground, claim that if the Government is 
successful, he should be entitled to an 
section. The 
original Tax Court proceeding making 
the determination must become final. 
Then, if the other conditions are met, 


adjustment under this 


the taxpayer can have his adjustment 
in a separate proceeding. Anton Dolenz, 
41 BTA 1091 (1940); Taylor, 258 F.2d 
89 (CA-2, 1958). 

A closing agreement under Section 
7121 of the Code will suffice as a deter- 
mination, as will a final disposition by 
the Government of a claim for refund. 
By a final disposition is meant an un- 
qualified allowance or a disallowance 
upon which the time for filing suit for 
refund has expired or, if suit has been 
filed, a final decision in the suit. Ifa 
claim for refund is partially allowed 
and partly disallowed, the rules are 
rather involved and Treasury Regula- 
tions 1.1313(a)-3 should be consulted. 


Section 1313(a)(4) agreement 

The 1954 Code added a fourth type of 
determination to provide a more expt 
ditious method of obtaining an adjust 
ment. This is an agreement entered into 
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between the taxpayer and the IRS for 
this express purpose, designated as a 
“Section 1313(a)(4) Agreement.” When 
executed, it constitutes the authority for 
an allowance of any agreed refund or 
credit for the closed year, or for the 
immediate assessment of any agreed de- 
ficiency for the closed year, with respect 
to which the error was made. 

However, this agreement is not con- 
clusive as to the tax liability for the 
open year of the determination. That 
liability becomes final at the normal 
time without regard to the agreement. 
Thus, after the agreement, the Commis- 
sioner can assert a deficiency for the 
open year or the taxpayer can file a 
claim and sue for refund for the open 
year as if the agreement had never been 
made. If as a result of either of these 
two actions, there is a settlement differ- 
ent from that agreed upon, which is 
brought about by a final decision of the 
Tax Court or any court entertaining a 
suit for refund, this modification acts as 
a new determination, permitting an 
adjustment for the closed year. 


Related persons 


As we have noted, an adjustment in 
the case of a taxpayer with respect to 
whom the error was made in the earlier 
closed year may be authorized although 
the determination of the present open 
year is made with respect to a different 
taxpayer, provided the taxpayers stand 
in one of the relationships previously 
specified. As a general rule, the rela- 
tionship need only exist at any time 
in the erroneous closed year, at least in- 
sofar as refunds are concerned. (Sec. 
1313(c)). Thus, in our husband and wife 
assignment of income illustration, the 
wife who reported the husband’s salary 
in the closed year could get a refund 
even though she might be divorced at 
the time of the determination that it was 
taxable to her former husband. 

However, if the adjustment results in 
a deficiency, the related taxpayer who 
will have to pay the deficiency gets a 
break in that he is not liable unless the 
relationship also existed at the time the 
other taxpayer filed his return, claim 
for refund or petition to the Tax Court 
with respect to the open year. If there is 
a closing agreement, or an agreement 
under Section 1314 (a)(4), the relation- 
ship must exist at the time of the agree- 
ment. (Section 1311(b)(3)). There is an 
exception to this rule if there has been 
a double exclusion of income on which 
no tax has been paid. In this case, the 


relationship need exist only in the year 
ot error. It should be noted that it is not 
necessary that the adjustment be made 
with respect to a transaction made pos- 
sible by the relationship. To ilbustrate 
the latter two rules, if one partner as- 
signs non-partnership income to another 
partner, they are related taxpayers de- 
spite the fact that the assignment had 
nothing to do with the business of the 
partnership. If neither reported the in- 
come and the partnership is dissolved 
before there is a determination that the 
assignee was not taxable, the assignor is 
still a related partner-taxpayer against 
whom the deficiency adjustment can be 
asserted. 


Year must be closed 


Obviously, if correction is not closed 
by the statute of limitations or other- 
wise, there is no need for resort to this 
section and it can not be used. Hence, a 
requisite for its application is that the 
year is normally closed by reason of the 
statute of limitations, or the doctrine of 
res judicata, a closing agreement or a 
prior petition to the Tax Court which 
prevents additional deficiencies or re- 
funds for the year involved. 
1311(a)). However, if the tax liability 
for the closed year was settled by an 
offer in compromise under Section 7122, 
correction of the error made in that 
compromise settlement cannot be ac- 
complished. 


Inconsistent position 


In most situations, the correction of 
the error in a closed year can be made 
only if the Government or the taxpayer 
has taken a position in the current open 
year which is actively inconsistent with 
the erroneous treatment in the closed 
year (Sec. 1311(b)). Moreover, it is the 
party who profited by erroneous treat- 
ment who must now actively champion a 
position which is inconsistent with his 
Thus, if the Com- 
missioner desires to contest a deduction 
taken by a taxpayer in an earlier closed 
year, he cannot by voluntarily allowing 
a double deduction in the present year, 
go back and open up the closed year. It 
is the Commissioner who is asserting the 
inconsistency and a deficiency is allowed 
only if it is the taxpayer who is incon- 


earlier treatment. 


sistent. 

Similarly, a taxpayer cannot by volun- 
tarily including in income in the present 
year an item which he erroneously in- 
cluded in an earlier year, open up the 
earlier year and obtain a refund for that 


© 
Section 
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year. This is merely passive acquiescence 
on the part of the Commissioner, not 
active inconsistency. 

Furthermore, the concept of incon- 
sistency is related to the necessity for de- 
termination. If a taxpayer claims a 
double deduction and the Commissioner 
does not challenge it, there is no deter- 
mination and no occasion for a subse- 
quent adjustment. On the other hand, 
if the second deduction were claimed in 
a suit for refund, which is allowed, then 
there has been a determination and ac- 
tive inconsistency on the part of the 
taxpayer, allowing an adjustment to dis- 
allow the deduction in the closed year. 


Inconsistency not required 

There are two special circumstances 
which do not require an inconsistent 
position. One of these relates to the 
double exclusion of an item of income 
on which no tax was paid and which 
was not included in any return and the 
other relates to the double disallowance 
of a deduction or credit. (Section 1311 
(b)(1)). In the first situation, if the Gov- 
ernment takes the position by a de- 
ficiency notice or before the Tax Court 
that an item of income should be in- 
cluded in the gross ‘income of a taxpayer 
for particular year and it is ultimately 
determined that such item was not so in- 
cludible, then such item can be included 
in the income of the proper year, pro- 
vided, as noted before, that the proper 
year was not.closed at the time the Com- 
missioner issued his deficiency notice for 
the current year. 

In the second situation, no inconsist- 
ency is required if the taxpayer claims 
a deduction for a particular year and it 
is ultimately determined that the deduc- 
tion was not allowable in that year. The 
taxpayer may take the deduction in the 
proper year, provided that year was not 
closed at the time the taxpayer first 
claimed the deduction in writing by way 
of a return, claim for refund, or petition 
in the Tax Court. 


How adjustments are made 

The section in effect extends the sta-~ 
tute of limitations for one year after the 
Thus the 
Commissioner has one additional year 
within which to assert a deficiency and 
the taxpayer a similar one-year period 
within which to file his claim for refund. 

The corrects the 
error involved. Hence, the amount to be 
assessed as a deficiency or refunded as an 
overpayment can not be diminished by 


date of the determination. 


adjustment only 
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any credit or setoff based upon any item 
other than the ene which was the sub- 
ject of the adjustment. Of course, relaved 
items are also covered where, as with 
the example of charitable contributions, 
they are dependent upon the amount of 
gross income. Similarly, computations 
are to be made for any other taxable 
year affected by a net operating loss de- 
duction or by a capital loss carryover 
determined with reference to the year of 
the error. Interest on a deficiency or 
overpayment runs from the year of the 
error, except in the case of a net operat- 
ing loss which is carried back to the 
year of the error, in which case interest 
only runs from the close of the taxable 
year in which the net operating loss 
arises. No adjustment can be made in 
respect to any taxable year beginning 
prior to January 1, 1932, which can be 
of considerable importance when present 
basis determinations are dependent upon 
events which occurred prior to such 
date. Finally. the section applies only 
to Subtitle A Income Taxes and is ex- 
pressly made inapplicable to employ- 


July 1959 


ment taxes which are in Subtitle C. * 


IRS may require withholding 
on constructionmen’s expense 


THE TREASURY IS REPORTED to be con- 
sidering adoption of a plan of with- 
holding from expense allowances to 
construction workers. Should the job be 
judged temporary then the worker 
would be entitled to a refund of the 
withholding; if the job is ruled to be of 
indefinite duration then, under the rule 
followed by the Treasury and the Tax 
Court, the worker is properly taxable 
on any allowance for travel, meals and 
lodging. The Wall Street Journal said 
in March that the Treasury was con- 
sidering adopting this plan; it might 
well turn out to be a temporary ex- 
pedient until there is new legislation or 
the Supreme Court takes a case present- 
ing the opportunity, refused in Peuri- 
foy, of passing on the validity of the 
temporary-indefinite rule. The present 
IRS position is discussed at 10 JTAX 
107 in the February 1959 issue. < 


New procedural decisions this month 





*Reimbursed expenses, not reported as 
income, do not extend the statute of 
limitations. Taxpayer, a corporate ex- 
ecutive, received from his employer re- 
imbursement for amounts he expended 
on behalf of the employer for travel, en- 
tertainment and sales promotion ac- 
tivities. He did not report the reim- 
bursement as gross income, nor did he 
claim as a deduction any of the expenses 
pertaining to the reimbursement. In de- 
termining whether taxpayer had omitted 
an amount in excess of 25% of the 
amount of gross income reported, for 
purposes of extending the statute of 
limitations on assessments, the court 
holds that the reimbursed expenses, to 
the extent that they are a “washout,” 
do not constitute an omission from gross 
income. The excess of the reimburse- 
ment over the actual expenses incurred 
is income omitted, but since this was 
the ex- 
tended statute is held not to be ap- 
plicable. Johnson, 32 TC No. 24. 


conceded to be less than 25%, 


*Statute of limitations no bar to assess- 
ment when inconsistent position is 


taken. |Certiorari denied]. Taxpayer re- 
ported on his 1944 return $42,000 as 
royalties from publication of a book, 
which he treated as long-term capital 


gain. Actually, he received $12,000 of 
this sum in 1944 and the balance in 
1945. In 1948 taxpayer filed a refund 
claim on the ground that only $12,000, 
the amount actually received in 1944, 
was taxable that year. On the other 
hand, the Commissioner assessed a de- 
ficiency on the basis that the $42,000 
reported as received in 1944 was tax- 
able as ordinary income. The Tax Court 
sustained the Commissioner on the or- 
dinary income point, although it agreed 
with taxpayer that only the $12,000 re- 
ceived was taxable in 1944. This deci- 
sion was affirmed by the circuit court 
and became final on October 8, 1956, 
upon denial of taxpayer’s petition for 
certiorari. Thus it was determined that 
1944 did not include the $30,000 also 
excluded from taxpayer’s 1945 return. 
In December 1956 the Commissioner 
assessed a deficiency attempting to tax 
as 1945 income the $30,000 royalties re- 
ceived in 1945 which were not reported 
in that year. This assessment would be 
too late it came within the 
special rule covering inconsistent posi- 
tions. The Second Circuit court affirmed 
the Tax Court’s holding that it does. 
The position maintained by taxpayer in 
his 1944 refund claim, which was 
adopted im a final court determination 


unless 


in 1956, was inconsistent with the posi- 
tion originally taken in filing his 1945 
return. The assessment was timely be- 
cause made within one year of the 
denial of certiorari, the date on which 
the previous determination became final. 
Cory, cert. den., 4/20/59. 


*Statute of limitations mitigated by de. 
termination that loss was capital. In 
its 1944 return taxpayer claimed an 
ordinary loss on its investment in a 
discontinued subsidiary. In 1956 a dis. 
trict court held that it was Capital loss, 
Taxpayer then filed a refund claim 
carrying over the capital-loss thus de. 
termined against capital gains in 1945, 
This refund claim is allowable only if 
Section 1311, mitigating the effect of 
the statute of limitations in certain 


‘situations, is applicable. The district 


court held, and this court affirms, that 
the relief is available to taxpayer. While 
the literal language of the section is 
somewhat strained by considering this 
as a double disallowance of the same 
deduction, the court feels that this js 
the type of case to which the statute 
should apply. Olin Mathieson Chemical 
Corp., CA-7, 4/13/59. 


Retroactive amendment did not extend 
statute of limitations. When Section 
117(q) was added to the 1939 IRC in 
1956, it provided retroactively that cer- 
tain transfers of a patent were to be 
accorded capital gain treatment. There- 
after taxpayer filed for a refund of 
1951 taxes under this provision. This 
court holds that the refund is barred by 
the statute of limitations. Section 117(q) 
did not make any change in the gen- 
eral rules on time for filing claims; it 
did not create a new claim or right, but 
was rather declaratory of existing law. 
Tobin, CA-5, 3/25/59. 


Taxpayer's argument in court, not in 
return filed, tests inconsistency in posi- 
tion [Acquiescence]. In a prior decision 
the court held that sales of cattle in 
December 1945 by taxpayer, a rancher, 
the proceeds from which were received 
in 1946, were not income in 1946, the 
year being litigated. The court now 
holds that the Code provisions lifting 
the statute of limitations are not ap 
1945. The Commissioner 
cannot open that year because the prior 
determination (the 1946 decision) did 
not adopt a position maintained by tax- 
payer inconsistent with the erroncous 
exclusion from 1945 income. Taxpayer's 
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original return was filed on a hybrid 
basis (cash receipts plus inventories). It 
had argued, however, in the case that 
the cash method was proper, and that 
position would be consistent with exclu- 
sion from 1945, as well as inclusion in 
1946, Also, in the earlier decision in- 
volving 1946, the court sustained tax- 
payer's contention that the opening in- 
ventory should be increased to reflect a 
proper valuation method. Accordingly, 
a correction by the Commissioner of the 
dosing inventory for 1945 under Sec- 
tions 1311-1315 is held to be unauthor- 
ized. So Relle Estate, 31 TC 272, acq., 
IRB-17. 


Amended excess profits claim effective 
as a timely claim. An amended excess 
profits tax claim for the benefit of a 
carryover of an unused credit is held 
to be a timely amendment. The amend- 
ment was filed after the statutory period, 
but before final determination of the 
original claim, and the amendment was 
based on grounds of which the Com- 
missioner had continuing notice. H. J. 
Heinz Co., 32 TC No. 2. 


No new limitation period on retroactive 
relief to inventors. In 1956 Congress 
passed an act which extended the capi- 
tal gain treatment for inventors under 
section 1235 of the 1954 Code to years 
covered by the 1939 Code. The Commis- 
sioner contends the refund claim must 
be filed within two years after the tax 
was paid or three years after the return 
was filed, in accordance with the general 
rule under both the 1939 and 1954 
Codes. The district court held, how- 
ever, that this rule applies only where 
the tax is erroneously or illegally as- 
sessed and that it has no application 
where the refund arises because of retro- 
active legislation. It assumed the claim 
is governed by the limitation period of 
the Judicial Code: suits against the Gov- 
ernment must be brought within six 
years after the claim arises. This court 
reserves. It follows the decision of the 
Fifth Circuit in Tobin, [above—Ed.] 
which held that the statute created no 
new right but was merely declaratory of 
existing law. Dempster, CA-6, 4/29/59. 


Income tax deficiency resulting from 
EPT redetermination not barred by 
statute. The Commissioner asserted 
against taxpayer a deficiency in income 
tax for 1944 resulting from a court de- 
cision redetermining taxpayer's related 
excess profits tax for the same year. In 











determining whether the Commissioner 
was barred from assessing the deficiency, 
the court holds for the Commissioner, 
ruling that the general period of limita- 
tions is inapplicable, having been super- 
seded by a special extended period 
under 1939 Code section 3807. The lat- 
ter section, which is effective only for 
years ending prior to June 30, 1950, con- 
trols in case of related taxes imposed 
under the income and excess profits tax 
provisions of the 1939 Code. Ambassa- 
dor Hotel, 32 TC No. 18. 


Declaratory judgment suit dismissed. 
The court dismisses this suit for de- 
claratory judgment on the ground that 
such suits in tax matters are specifically 
prohibited by the Judicial Code. Cary, 
DC Wisc., 3/31/59. 


Refund suit permissible without pay- 
ment where government has counter- 
claim. Taxpayer filed suit for refund 
without making a full payment of the 
assessed tax and the government coun- 
terclaimed for an additional deficiency. 
Pointitng out that the counterclaim and 
taxpayer's claim relate to the same issue, 
the court says merely that the rule of 
Flora, 357 U.S. 63, (no refund suit may 
be maintained until the assessment is 
paid) is not applicable. Freeman, CA-9, 
3/26/59. 


No refund suit for part peyment of 
penalty. A 100% penalty for failure 
to pay over withheld taxes was asserted 
against taxpayer. He made part pay- 
ment and sued for refund. The court, on 
authority of Flora (357 U.S. 63), dis- 
misses the suit. The penalty is unitary, 
and there can be no refund suit until 
the assessment is fully paid. This is true 
even though there is no recourse to the 
Tax Court in this type of case. Steele, 
DC Ark., 5/1/59. 


Amended answer permitted after Tax 
Court hearing. Counsel for taxpayer and 
the government stipulated that the 
record in a related case would be bind- 
ing in taxpayer’s case. In the related 
case there was some testimony which in- 
dicated possible unreported income by 
taxpayer. After the hearing in tax- 
payer's case, the government moved to 
amend its answer to assert an increased 
deficiency based on the inclusion of 
this income. This court holds that it was 


proper for the Tax Court to permit 
this amendment and to find the in- 
creased deficiency. Taxpayer was bound 
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by his stipulation that the related pro- 
ceedings were to be incorporated by 
reference into his proceedings. An 
amended answer is timely if made be- 
fore final decision. The court also holds 
that taxpayer may not raise for the first 
time on appeal an issue he did not raise 
before the Tax Court. Finley, CA-10, 4/ 
9/59. 


Claim is new and untimely, not an 
amendment of old. Taxpayer had filed 
a timely claim for excess profits tax 
relief under Sections 722(b)(2), (3) and 
(5) basing the claim on certain condi- 
tions external to its business. A pur- 
ported amendment of the pending claim 
after the statutory period had expired 
asserted for the first time relief under 
Section 722(b)(4), (which relates to mat- 
ters of internal concern). The court 
holds the amendment introduced new 
grounds and is therefore untimely and 
barred by limitations. Hewitt-Robins, 
Inc., 32 TC No. 6. 


IRS agents not liable for damages; ac- 


tions were official. IRS agents noti- 


, fied the patients in taxpayer's nursing 


home that the property would be sold 
to pay withholding taxes. Most of the 
patients moved. Taxpayer now sues the 
IRS agents for damages. This court 
holds that the agents acted properly 
within the scope of their authority and 
they are not liable for damages. 
O’Campo, CA-9, 12/31/58. 


Only cash surrender value of insurance 
subject to lien. In Bess, 357 US 51, the 
Supreme Court held that only the cash 
surrender value of insurance was subject 
to a tax lien against the insured existing 
at the time of his death. In this case, 
the government seized the entire policy 
proceeds before the Bess decision. Tax- 
payer-widow may recover the excess over 
cash surrender value in a suit for re- 
fund. The seizure of money due her is 
the equivalent of a payment of the tax 
by her. McMahon, DC R. L, 4/1/59. 


Tax Court judgment is bar to refund 
suit. Taxpayers signed an agreement 
with the government for settlement of 
alleged tax deficiencies, and the Tax 
judgment 
Taxpayers now claim that the deficien- 
cies were based on the Commissioner's 
erroneous finding that their family part- 
nership was not bona fide. They also 
claim that they signed the stipulations 
under financial stress amounting to 


Court entered accordingly. 
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duress because they would have been 
unable to pay the original deficiencies. 
The court holds the Tax Court’s judg- 
ment on the merits to be a bar to subse- 
quent suit, and that the pressure of fi- 
nancial difficulty is not duress, particu- 
larly where the opposing party acted in 
good faith. Mahler, Ct., Clms., 5/6/59. 


No refund on ground not mentioned in 
claim. Taxpayers filed for refund on the 
ground that they were entitled to de- 
preciation on certain inherited property. 
In the claim they mentioned a case in 
which amortization of a premium value 
of an inherited leasehold was allowable. 
This, they argue, was a sufficient notice 
in the claim of their new theory that 
there was a premium value in their lease 
amortized. The District 
Court held the mention of the case was 


that could be 


not a sufficient statement of the ground 
for the refund, since the premium value 
theory of this 
until the 


case was not published 
case was decided on appeal, 
many months after this claim was filed. 


Goelet, CA-2, 5/5/59. 


Guides for filing refund because of un- 
limited charitable deduction. In 1956 
the 1939 Code was amended to provide 
that an unlimited charitable deduction 
is to be available where in the current 
year and in eight out of ten of the 
immediately preceding years the in- 
dividual’s contributions to charity, plus 
his income tax payments, exceeded 90%, 
of his net income, but only if an amount 
equal to any refund under such _provi- 
sion is paid to, or set aside for, charity. 


The IRS discusses principles it has 
established as guides for taxpayers filing 
claims for refund pursuant to this 
amendment. Rev. Rul. 59-157. 

Corporation alive under state law; 


transferee liability upheld. A corpora- 
tion under Michigan law continues for 
special purposes for a three year period 
after dissolution. The state law also pro- 
vides that the dissolved corporation shall 
continue as a body corporate beyond the 
three year period of extended life with 
respect to any proceeding commenced 
prior to its dissolution or within such 
three year period. The court holds the 
assessment of and the ac- 
corporation in 


deficiencies, 
tion of the signing 
waivers of the statute of limitations and 
filing an offer in compromise within the 
three year period is a proceeding, and 
the corporation therefore continued its 
existence beyond the three year period. 
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Accordingly the three year period did 
not, as contended by taxpayers, abate or 
extinguish the extended period of limi- 
tations agreed to in the signed waivers. 
Statutory notices of transferee liability 
against taxpayers for the corporate de- 
ficiencies are held to be timely. Field, 
32 TC No. 17. 


No transferee liability; taxpayer re- 
ceived no benefit. Upon dissolution of a 
corporation in which she was a stock- 
holder, taxpayer received a 10% interest 
as a limited partner in a partnership to 
which the corporate assets were trans- 
ferred. She never signed a partnership 
agreement, but reported her distributive 
share on her tax return. Although she 
never received a distribution of corpo- 
rate assets directly, the district court 
found she ratified her status as a partner 
and is thus liable as transferee of the 
corporation to the extent of the value 
of her partnership interest. This court 
reverses. She could not ratify the part- 
nership arrangement because she had 
no knowledge of its formation and 
operation. This court attaches little if 
any significance to the fact that she also 


executed an IRS form admitting trans. 
feree liability. Morse, CA-9, 4/15/59, 


Mere record owner need not itemize 
dividends. A stockholder receiving diyi- 
dends either directly or through a 
broker is required to list each dividend 
separately on his return. A record owner 
of stock, however, who is not the actual 
owner, (may report on a single Form 
1087 (Ownership Certificate—Dividends 
on Stock) the name and address of the 
actual owner and the record owner, and 
the total amount of the dividends re. 
ceived during the calendar year, without 
itemizing the dividends so received. Rev, 
Proc. 59-11. 


* Interest allowed on interest (1939 Code), 

The court holds that under the 1939 
Code it was proper for the government 
interest on interest and on 
fraud penalties where the deficiency 
arose by jeopardy assessment. The pro- 
vision limiting such interest is applicable 
only where a bond is filed, which was 
not the case here. [The 1954 Code speci- 
fically prohibits interest on interest.— 
Ed.| Brinck, DC Mont., 4/24/59. 


to assess 


New fraud and negligence decisions. 


Consistent omissions of profits fraudu- 
lent. For several years taxpayer failed 
to report his share of the profits on sales 
of green coffee. He testified that he 
knew he was required to report the in- 
come, but that his co-partner had agreed 
to report all the profits and pay all the 
taxes. The court finds that taxpayer did 
not really believe that the inclusion of 
income he received in the return of an- 
other taxpayer would relieve him of 
the necessity of reporting and paying 
tax on that income. It holds taxpayer's 
omissions were fraudulent with intent to 
evade tax. Close, TCM 1959-71. 


Fraud in accountant’s claim of un- 
allowable exemptions. The claiming by 
an accountant of exemptions for his 
step-children, to which he knew he was 
entitled, having contributed 
nothing to their support, is deemed to 
be fraudulent. Wewend, TCM 1959-68. 


not 


Fraud in appropriating corporate in- 
come. Taxpayer was the sole owner of 
a corporation. This court affirms the 
Tax Court’s findings that substantial 
amounts of sales of the corporation 
were appropriated by taxpayer and not 





reported as income. These findings 
justify the ultimate finding of fraud. 
However, it was arbitrary to include all 
of the available corporate income as a 
dividend to taxpayer in the absence of 
evidence that it was distributed. Clark, 
CA-9, 4/30/59. 


Tax Court redetermination rejected as 
not based on finding of fact. Taxpayer, 
” kept practic. 
ally no records. The IRS determined a 
deficiency (including 50% fraud penalty) 
of $1,790,000 for three years. The Tax 
Court redetermined the tax at $260,000 
saying “it was not likely” that the tax- 
payer received more than the income 
figure it used, but did not disclose how 
it arrived at the income. This court re- 
mands the case to the Tax Court. The 
Tax Court erred in making a redeter- 
mination not based upon a finding of 
fact. Furthermore, while the IRS starts 
with a presumption that its determina: 
tion is correct, the presumption is de- 
stroyed when the determination is 
shown to be wrong. Taxpayer here met 
the burden of showing the invalidity of 
the IRS determination and the burden 
of proof was at that point shifted to the 


a “betting commissioner 
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Government. The Tax Court erred in 
taking as taxpayer’s income the maxi- 
mum possible income only because tax- 
payer did not show his income was a 
lesser amount. Cohen, CA-9, 4/8/59. 


Failure to identify recipients of claimed 
cash expenses not proof of fraud. Over 
a four year period, taxpayers claimed 
deductions for cash payments of $100,- 
000 for barrels used in their business. 


‘Although they kept a complete set of 


books, thé records pertinent to these 
cash payments disappeared before the 
government made its audit. Taxpayers 
refused to identify the recipients of the 
cash on the grounds that such a dis- 
closure would ruin their business. The 
taxpayers accepted the deficiency. The 
court finds the taxpayers entitled to a 
refund of fraud penalties because the 
government had not met its burden of 
proving fraud. Taxpayers’ explanation 
for their failure to give information 
about the cash payments is just as 
logical as the government’s imputation 
of fraud. The court noted the failure 
of the government to pursue question- 
ing about the identity of the suppliers, 
and was critical of the apparent attempt 
to establish a “test case on minimum 
fraud standards.” Ries, DC Pa., 4/24/59. 


Fraud in giving accountant only part of 
data. Taxpayer moved to Florida, but 
authorized his accountant in Philadel- 
phia to prepare his tax returns. He 
transmitted false figures to the account- 
ant by mail or phone, although he re- 
corded his exact income in journal. The 
court finds this conduct from which the 
jury may infer an affirmative, willful at- 
tempt to evade tax, and the 6 year 
statute of limitations applies. Motions 
for acquittal or a new trial previously 
denied by the same court are again re- 
jected. Testimony of taxpayer's account- 
ant although containing some incon- 
sistencies, is not so tainted as to war- 
rant withdrawal from jury considera- 
tion. Lefkowitz, DC Pa., 3/31/59. 


Net worth method used to reconstruct 
income of dentist. The Commissioner is 
held justified in using the net worth 
method to reconstruct the income of a 
dentist for the period 1947-1951. Apart 
from bank 


cancelled 
checks, and a collection of patients’ 
record cards, no financial books and 
records were introduced in evidence. 
Part of the deficiencies for each of the 
years is found due to fraud with intent 


records, some 


to evade tax. Burke, TCM 1959-75. 


Lawyer’s income reconstructed by net 
worth. The Commissioner determined 
on the basis of a net worth computation 
that taxpayer, a lawyer, failed to report 
over $100,000 during the years 1944- 
1950. Taxpayer had destroyed his 
records for 1944-48 and had inadequate 
records for 1949 and 1950. The Tax 
Court sustained the Commissioner’s net 
worth computation. In the light of the 
substantial under-reporting of income, 
the court also found that the deficiencies 
were due to fraud. This court affirms. 
Shahadi, CA-3, 4/16/59. 


Commissioner must show books are 
erroneous to use net worth determina- 
tion. This case was remanded by the 
Court of Appeals to the Tax Court to 
determine whether taxpayer had a like- 
ly source of income from which he could 
have derived the net worth increase on 
which the Tax Court determined de- 
ficiencies. The Tax Court then made 
findings of cash on hand at various dates 
and determined deficiencies under the 
net worth method. This court reverses. 
The record did not disclose an adequate 
basis for use of a net worth reconstruc- 
tion. There was no sufficient showing of 
a source of unreported income and the 
evidence does not prove the books er- 
roneous. Since the Commissioner failed 
to meet his burden of proof, his asserted 
deficiencies and additions to tax are not 
sustained. Thomas, CA-6, 4/2/59. 


Failure of CPA to prepare ES form 
does not excuse failure to file. The fact 
that a CPA firm which for over 15 years 
had been preparing taxpayer's federal 
tax returns failed to prepare and send 
taxpayer an estimated tax form for 
1951, through no fault of taxpayer, is 
held not to constitute reasonable cause 
for failure to file. St. Germain, TCM 
1959-73. 


No double penalty for failure to file 
estimate (Old Law). This court had 
previously affirmed the Tax Court’s de- 
cision on several issues, including the 
imposition of penalties for both failure 
to file an estimated return and under- 
estimation of tax due. The 1939 Code 
dealt with each under a separate sub- 
section. On its own motion, the court 
finds the prior holding inconsistent with 
double 
penalty could not be imposed without 
specific statutory authorization, and re- 


its previous decision that a 
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mands the case to the Tax Court. [The 
1954 Code provides for a single addition 
to the tax for failure by an individual 
to pay estimated tax.—Ed.| Delsanter, 
CA-6, 4/20/59. 


CPA’s advice not to file estimate justifies 
failure to file. Taxpayer entrusted all 
of his tax matters to a CPA who was 
a member of the American Institute of 
Accountants and the author of a book 
on taxation. The court holds he was 
exercising ordinary business care and 
prudence in relying upon the CPA’s pro- 
fessional advice (which was erroneous) 
that the filing of a declaration of esti- 
mated tax for 1951 was not necessary. 
Taxpayer had never filed or prepared 
an estimated tax before. Cornelio, TCM 
1959-82. 


Underestimate penalty not invoked. 
Taxpayer's amended estimate of $17,500 
tax was $1,000 short of the 80% of final 
tax as required by the 1939 Code. The 
court orders the underestimate penalty 
refunded because the taxpayer made a 
reasonable effort to comply. [Since the 


. Code made no provision for remission 


of penalties upon showing of a reason- 
able effort, this decision is of doubtful 
validity.—Ed.] Sami, DC Fla., 4/1/59. 


Attorney not excused for failure to file 
declarations of estimated tax. Taxpayer, 
a practicing attorney, did not file de- 
clarations of estimated tax for 1952 and 
1953 because he didn’t know it was 
necessary to file declarations if he filed 
timely those years. He 
formed this erroneous opinion as a re- 
sult of discussing this matter with un- 
identified men doing accounting and 
tax work. The court rules taxpayer's 
failure to file was not due to reasonable 
cause. Marks, TCM 1959-79. 


returns for 


Penalty upheld though accountant 
failed to prepare tax estimate. The 
court holds that taxpayer’s failure to 
file declarations of estimated tax is not 
due to reasonable cause merely because 
his accountant did not prepare the de- 
clarations. Reliance upon an accountant 
would constitute reasonable cause for 
failure to file only if the accountant had 
given the matter reasonable considera- 
tion and had recommended against fil- 
ing. Here the taxpayers did not ask for 
definite advice nor did the accountant 
specifically advise with regard to the 
required date of filing. Bryan, 32 TC 
No. 10. 
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How to evaluate state and local taxes 


as a cost of doing business 


by WILBUR R. THOMPSON 


Taxes certainly are a factor in deciding on a plant location, yet surprisingly little 


study has been devoted to calculating precisely how important a factor. Professor 


Thompson surveys briefly the few recent studies in this field and raises thought- 


provoking questions on the relative importance of taxes as compared with other 


costs that vary by location, He concludes, perhaps not surprisingly, with the idea 


that state and local taxes fall most heavily on the most immobile industries. 


With farreaching changes in state and local taxes foreshadowed by the financial 


plight of these governments and the newly widened scope of state taxation of inter- 


state business, tax men will find this look at the fundamentals helpful in weighing 


the importance to be given to taxes in a choice of location. 


— INDICES, such as state and 
local taxes per capita or as a per- 
centage of per capita income, are virtu- 
ally useless in providing a quantative im- 
pression of state and local taxes as a cost 
of doing business. Let us proceed then by 
collecting data on state and local taxes 
paid by business here and there and 
relate them to some common denomina- 
tor such as sales, total cost of produc- 
tion or profits. But lest we move too 
quickly, let us bear in mind that mere 
may be a quid pro quo. We all appre- 
that a high wage rate is not 
synonymous with a high 


ciate 
labor cost, 
government efficiency can vary similiarly. 
What follows, then, completely ignores 
the value to business of government 
services received and is admittedly weak- 
ened to that extent. And let me quick- 
ly admit that rather significant uncer- 
tainties about the possibilities and prob- 
abilities of business shifting at least 
some of the relevant taxes leaves us 
with little more than intelligent guesses 
on their final incidence (resting place). 
In essence, then, the customary estimate 
is of the taxes paid but not necessarily 
borne by business for a bundle of un- 
appraised government services. 

Perhaps accessible 
study of the cost importance of state 
and local taxes is given us by Burkhead 


the most easily 


and Steele.1 They found that corpora- 
tions doing business in Pennsylvania in 
1947 paid a state corporate net income 
tax plus capital stock tax (for domestic 
corporations) or franchise tax (for for- 
eign corporations doing business in 
Pennsylvania) varying from 0.19% of 
total costs for wholesale trade to 2.37% 
for real estate corporations, with an over- 
all average of 0.55%. Manufacturing, 
with a tax cost of 0.71% of total costs, 
ranked close to median. (Bear in mind 
that these figures do not include either 
real or personal property taxes.) 

The Governor’s Minnesota Tax Study 
Committee and the Minnesota Depart- 
ment of Taxation recently combined 
forces to produce what is probably the 
freshest and fullest set of data available. 
Computations were made of total state 
and local taxes paid everywhere as a 
percentage of gross receipts everywhere 
(a base perhaps 5% larger than total 
cost on the average) for 6,860 individual 
corporations doing business in Minne- 
sota, classified first into 179 industry 
classes and then into 37 industry groups. 
The average cost for all industry was 
found to be 0.85% of gross receipts or, 
perhaps, about .9% of total costs. Manu- 
facturing occupied an undistinguished 
position with an overall average of 
1 The Journal of Business, July 1950. 


0.82% of gross receipts, with seven jn. 
dustry groups above and ten below the 
all-industry median. 


Taxes related to costs and profits 


Suppose, for discussion, we tentative. 
ly accept the figure of 1% as a rough 
approximation of the magnitude of 
state and local tax costs relative to total 
costs. Is this a significant amount—de. 
cision-wise? Those who would highlight 
the cost-importance of taxes might argue 
that a quite different picture would 
result if profits were taken as te ap- 
propriate frame of reference. With 
profits typically accounting for about 
5% of sales, a tax bill amounting to 
but 1% of sales would inflate to the 
much more arresting figure of 20% of 
profits. (The Minnesota Tax Study ar. 


_ Tived at an average of 18.6%, of profits) 


To illustrate this distinction further, 
let us assume that state and local taxes 
vary from state to state so that the 
highest tax bill would be about twice 
the level of the lowest. (Again, the 
Minnesota Tax Study, working with 
hypothetical tax bills derived from statu- 
tory rates and questionnaires on busi- 
ness property tax assessment ratios, esti- 
mated that business tax bills in the 
eight states contiguous to Minnesota 
and Iowa would range from an index 
of 45 to 100.) The regional variation 
in tax cost, then, would approximate 
5%, of sales (from roughly .66 to 1.3% 
of sales) or, apparently more serious, 
the tax cost variation would range to 
perhaps 10% of total profits. That is 
to say, a locational shift from the 
to the “best” site would prob- 
ably raise the rate of return on invest- 
ment from, say, 10 to 11%, 
paribus. 

The obvious challenge at this juncture 
is: Well, which is it to be, taxes rela- 
tive to sales (cost) or taxes relative to 
profits? Naturally, those who would 
minimize taxes and discount their influ- 
ence on locational decisions favor the 
larger base and, contrariwise, those who 
would sound the alarm on the level of 
business taxes favor the smaller base. 
Any extended participation in this con- 
troversy is, in my mind, a purely intel- 
lectual exercise — a game not worth 
the candle. Either gross or net income 
is an acceptable frame of reference, as 
long as the analyst consistently relates 
all variables under consideration to the 


“worst” 


ceteris 


same base. 
To illustrate, the Bureau of Labor 
Statistics in the September, 1956, issue 
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of the Monthly Lavor Review has esti- 
mated the regional variations in wage 
rates between 17 large urban labor mar- 
1955-56. Com- 


kets for the winter of 
bining 35 occupations of widespread 
similarity (6 maintenance, 4 custodial 
and 7 material-movement jobs and 18 
office jobs), the BLS constructed an 
index of regional variation in pay levels 
which displayed a range in manufac- 
turing from 82 in Providence to 108 in 
the San Francisco-Oakland labor market. 
(A very similar pattern was exhibited 
by non-manufacturing industries.) Thus, 
with a range of 25%, the regional 
variation in wage rates is only about 
one-half that of tax rates but, since 
wages average about 25 to 30% of total 
costs, the effect of inter-area variation 
in wage rates amounts to perhaps a 
7% variation in total 
wage rates in a locational role some 14 
times as vital as that of state and local 
taxes, Of course, this all assumes quite 
unjustifiably, that the performance of 


costs, casting 


both labor and government is every- 
where the same. 


Regional variations 


Regional variations in many other 
costs of doing business also merit ex- 
amination. Drawing now quite loosely 
on aggregate data from the Statistical 
Abstract “purchased electric power” 
cost manufacturing firms $1.7 billion in 
1953, paid for out of sales of nearly 
$300 billion. Roughly, then, electric 
power accounted for about 6% of the 
sales dollar, on the average. In the 


Minnesota Business Executives’ Re- 
search Committee study, Industrial Lo- 
Economy, 


electric power rates were estimated to 


cation and the Minnesota 
range from a low of 48 in Seattle to a 
high of 118 in New York City (Minne- 
apolis = 100). A comparable variation 
about our rough average figure of 0.6% 
would produce a range of approximately 
0.35 to 0.85%, of sales, a regional varia- 
5%. This 
would place electric power on a par 


tion in power cost of about 


with state and local taxes in cost im- 
portance for plant locational purposes 
in manufacturing industries. 

Similarly, the cost of fuels consumed 
firms in 1953 
amounted to $3.7 billion, or close to 
1.2% of sales. Again, from data com- 
piled by the Minnesota BERC Study, 
the fuel cost index was estimated to 
range from a low of 35 in Tulsa (naturai 
gas) to a high of 126 in New York City 
and Baltimore (coal). Cavalierly disre- 


by manufacturing 





garding the obvious fact that use rates, 
especially: for such purposes as space 
reating, very greatly from North to 
South, the regional variation in fuel 
cost would still range from slightly over 
5% to 2% of sales, a regional cost 
variation of almost 1.5%. This would 
give to fuel a role in manufacturing lo- 
cational decisions nearly three times 
that of either taxes or electric power, 
on the average. 


Transportation costs 


Far outranking either fuel or power 
as a business cust is transportation ex- 
pense. The freight revenue of all steam 
railways amounted to $9.1 billion in 
1953; Class I motor carriers derived 
$3.5 billion in operating revenues from 
the intercity movement of property in 
the same year. A quick estimate of $14 
billion would surely be quite modest 
for transportation expense as a cost for 
all business. (The reported figure un- 
derstates transportation costs by ignor- 
ing the substantial time and out-of- 
pocket cost for the movement of busi- 
ness personnel but overstates these costs 
by including the shipment of household 


. . 
property—and there are many other in- 


consistencies.) Relating the figure of $14 
billion to an estimated $900 billion in 
sales for all business produces an aver- 
age figure of about 1.5% for transporta- 
tion cost as a percentage of sales. While 
up to this point we have assumed that 
the degree of usage of the various pro- 
ductive agents would be similar at vari- 
ous locations, and regional cost varia- 
tions would originate in regional price 
differentials (with some u easiness in the 
fuel case), now it is clearly more im- 
portant to consider the variation in the 
amount of movement required (e.g. ton- 
miles from the suppliers and to the 
market) than freight rate differentials. 
A priori, we would guess that trans- 
portation usage and cost would range 
from near zero (very near the relevant 
markets) to a very large amount. Ever 
if we confine the regional cost variation 
to a modest range of, say, .5 to 2.5%, 
a cost differential of 2% ranks trans- 
portation above fuel cost and accords 
to it four times the importance of power 
or taxes. But the very act of comparing 
transportation and fuel costs reminds 
us that much of the fuel cost variation 
we have already counted includes trans- 
portation (coal shipment but not natural 
gas) and, accordingly, we have just com- 
mitted the sin of “double counting.” 
(Electric power differentials also reflect 
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[Wilbur R. Thompson is Assistant Pro- 
fessor, Department of Economics, Wayne 
State University, Detroit, Michigan. His 
article is based on a talk before the 
recent 50th Annual Conference of the 
National Tax Association.] 





transportation cost in large measure, 
but transportation by wire, as well as 
pipe, are not included in our figures.) 
This is probably the crudest estimate 
of all. 


A final word of caution 


Now, lest you conclude that I am try- 
ing to play down the locational role of 
state and local taxes, let me hasten to 
explain that I have purposely selected 
some of the more important locational 
factors with the idea in mind of pro- 
ceeding from the top down. But more 
important, I urge you not to take these 
quick estimates too literally; if pressed, 
I may even deny them, The aforegoing 
estimates are excellent examples of 
what, unfortunately, too often passes for 
research in the field of state and local 
finance. 

The critical reader has already chafed 
quite a little under the continual bind 
of the phrase “on the average.” What 
does it mean to say that fuel and elec- 
tric power average 1.2 and 0.6% of 
total costs, respectively, when the pri- 
mary metal industries with less than 
one-tenth of total manufacturing em- 
ployment consume about one-half of 
the fuel and one-third of the electric 
power of all manufacturing? Again, the 
cost of transportation to market rela- 
tive to the value of the product is eight 
times as large for automobiles as it is 
for tobacco, and eight times as large for 
gravel and sand as it is for automobiles. 
A careful disaggregation is clearly in 
order. 


Local taxes heaviest on immobile? 


And what of those industries at the 
top of the range of tax cost? This ques- 
tion demands far more care and thought 
than I have been able to give to the 
matter. There is some evidence that 
interindustry tax variation works against 
tax-induced flight of business. Examina- 
tion of the data collected by the Gover- 
nor’s Minnesota Tax Study Committee 
(and as presented in the readily avail- 
able Report) strongly suggests a posi- 
tive correlation between capital invest- 
ment per worker and state and local 
taxes as a percentage of total costs. Cer- 
tainly, the existence of such a relation- 
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ship would not be in the least surprising 
when the relative importance of real 
and personal property taxes is recalled. 
What is more crucial is the possibility 
that capital investment per worker may 
provide a rough index of the locational 
immobility of industry. It might be 
quite interesting and fruitful to employ 
this, or some more sensitive index of 
mobility, to test the following hypo- 
thesis: 

The state and local tax structure 
dilutes the effect of tax differentials on 
industrial by placing the 
heaviest load on the more locationally- 
immobile industries. w 


location 


NY won’t tax US lessees 
GOVERNOR ROCKEFELLER vetoed a bill 
passed by the New York legislature au- 
thorizing the taxation of real property 
otherwise tax exempt when leased to a 
private person for business use. This 
was the second year this bill met defeat 
by a governor. Governor Harriman pre- 
vented its passage in 1958. 

The proposed law was based on the 
Michigan statute, upheld by the Su- 
preme Court in the Borg-Warner and 
Continental Motors cases. Michigan had 
taxed Federally owned property leased 
to these private companies which were 
engaged in contract work for the U. S. 
government. w 


Allowing Federal income tax 
as deduction for state tax 


AT PRESENT, the income tax states are 
almost equally divided between allow- 
ing and not allowing the Federal tax 
deduction. Fourteen states, among them 
California and New York, do not allow 
the deduction. Fifteen states allow the 
deduction. Four more states allow_ a 
partial deduction.1 

Disallowing the deduction provides a 
measure of stability. Stability would 
come from separating the state’s needs 
from those of the United States, i.e., 
when the state legislature makes its ap- 
propriations, it assumes that the existing 
Federal law will not alter the state’s 
revenue estimates. 

Insofar as gains and losses due to 
economic conditions are concerned, 
little difference between 
allowing and not allowing the deduc- 
tion. The base is broader when the de- 
duction is not allowed, but the gain or 
loss as economic conditions change is 
also larger. If the deduction is allowed, 
a lesser part of the gain or decrease is 


there seems 
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subject to state income taxes, since part 
of i: is taken away in Federal income 
taxes. 

Disallowance of the Federal tax de- 
duction makes the state income tax more 
flexible. Because the base would be 
broader, smaller adjustments would ob- 
tain the same amount of revenue. 

Disallowing the deduction, however, 
makes greater tax increases possible since 
basic rates would probably be lower. 
There exists in the minds of many 
citizens a limit as to the maximum 
amount of revenue which can be raised 
through rate adjustments—the top rates 
imposed by other states. For a state at or 
near this level, maintenance of this de- 
duction makes it difficult to secure sub- 
stantial additional receipts through rate 
adjustments. 

Still another view on disallowing the 
deduction, while perhaps not often 
stated, is that such action makes the in- 
come tax too productive and, hence. 
tends to head off consideration of alter- 
native forms of taxation. 

Dropping the deduction would ex- 
pand the tax base; it would add about 
25% more income to the amount of 
taxable balance which could be assessed 
for income tax purposes by the state. 
Practically all of this potential liability, 
however, belongs to taxpayers presently 
subject to tax. 

Removing the deduction gives a state 
the advertising advantage of lower rates. 
Since the same amount of money could 
be raised with lower rates if the deduc- 
tion were not allowed, disallowing it 
would give the state whatever advantage 
there is in having lower published rates. 

Disallowing the tax would also make 
it much easier to install a short-form 
card return for taxpayers receiving their 
income primarily from wages and sal- 
aries. 

Where the deduction has been 
dropped, state administrative costs are 
less. From the auditing 
deduction 
controversies pertaining to pro-rating or 
apportioning Federal taxes if part of the 
tax is on income exempt under state law, 
or if non-resident or part-year returns 
show that the taxpayer had substantial 
outside income. 


standpoint, 


eliminating the eliminates 


Repealing is a departure from the 
concept of net income taxation in that 
it eliminates an important deduction in 
arriving at taxpayer’s net or spendable 


1 The above is a condensation of a report pre- 
pared by the Tax Commission’s Research Section 
for use by the Legislative Interim Tax Com- 
mittee. It appeared in the Oregon State Tax 
Commission Bulletin for May-June 1958. 


income. A more blunt expression of this 
argument is that, by disallowing the de. 
duction, a tax is imposed on a tax. This 
argument is frequently seen in periodi- 
cals and literature in opposing various 
kinds of taxes. Although there are many 
examples to the contrary which can be 
cited in the excise and income tax fields, 
most proposed imposts are resisted un- 
less specific provisions are made for sep- 
arating other tax payments in arriving 
at the base on which the tax is com. 
puted. * 


Other state tax news 
More states withhold 


In addition to New York and Mass 
achusetts two other states are requiring 
employers to withhold state income tax 
from employees. Utah and South Caro- 
lina will begin withholding July 1. 

Utah will require withholding from 
wages at the rate of 7% of the amount 
withheld for federal income tax. South 
Carolina will require withholding from 
wages in accordance with a table to be 
prepared by the Tax Commissioner. 

Montana has had withholding from 
wages for both residents and _ nonresi- 
dents and is now requiring the with- 
holding of income tax from payments 
to nonresidents of other types of in- 
come, including rents, royalties, prizes, 
contracts and casual sales of real and 
personal property. The amount to be 
withheld (not over 3%) will be set by 
the state board of equalization. 

Arizona had provided a flat withhold- 
ing rate of one-half of 1% but permitted 
the use of tables. It has now withdrawn 
permission to use tables and will re- 
quire the flat withholding. 


New interstate income taxes 


Making immediate use of the power 
given them by the Siockham Valves and 
Northwestern States Portland Cement 
cases, legislatures in three states have 
changed tax laws to reach income from 
interstate business. Two states, Utah and 
supplement their existing 
franchise tax with a broad tax on i 
income not subject to the franchise tax. 

Utah does this by imposing the new 
tax on the net income not included 


Tennessee 


in the base for franchise tax but realized 
in interstate or foreign commerce. The 
Terinessee tax; on net earnings applies 
to corporations which have not paid 


franchise tax. 
Idaho has adopted a direct income 
tax in place of the franchise tax. 
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NY to vote on adopting US law 

An amendment to the constitution of 
New York state will be submitted to 
the voters in the 1959 election to per- 
mit the legislature to define income by 
reference to the laws of the United 
States as they may be from time to time 
for the purposes of imposing an income 
tax. The legislature of both 1958 and 
1959 have approved the amendment 
and, under the procedure for amend- 
ment of the New York Constitution, 
submission to the voters is the next step. 


States to use Stockham powers 

Tax officials in some states have been 
quized by Prentice-Hall Information 
Reports on whether they regard the re- 
cent Stockham Valves and Northwestern 
States Portland 
plicable to their laws and if so whether 
they intend to apply the doctrine retro- 


Cement cases as ap- 


actively. 

Tax officials in the following states 
say that they regard the cases as ap- 
plicable: Alaska, Arizona, California, 
Georgia, North 
Carolina, Oregon, Wisconsin. The Dis- 
trict of Columbia says the cases are not 


Hawaii, Louisiana, 


applicable as does Montana (as to corpo- 
rations, (New Mexico, New Hampshire, 
and Vermont. Connecticut and Maine 
have not reached a decision. Delaware, 
Mississippi, Missouri, Pennsylvania, and 


Maryland would make no public com- 
ment. 

Asked whether they would apply the 
decision retroactively most of those 
questioned replied that they will 
(Alaska, Arizona, California, Georgia, 
Hawaii, Louisiana, Oregon, and Wis- 
consin). North Carolina will not apply 
the doctrine retroactively if it had pre- 
viously issued a ruling to the contrary. 


States taxing interstate income 

States which now have laws taxing 
the income of interstate businesses were 
listed in a recent issue of Taxpayer’s 
Dollar, published by the U. S. Chamber 
of Gommerce. These states presently 
have statutes on the books which permit 
them to tax income earned by out-of- 
state companies that do business in 
their states. The extent to which the 
states have exercised this authority has 
varied a great deal but in view of the 
Stockham decision, state activity in this 
area of taxation seems very likely to 


increase. The list: Alabama, Alaska, 
Arkansas, California, Colorado, Dela- 
ware, Georgia, Idaho, Iowa, Kansas, 


Kentucky, Louisiana, Maryland, Minne- , 


sota, Mississippi, Missouri, New Mexico, 
North Carolina, North Dakota, Okla- 
Oregon, Pennsylvania, . Rhode 
South Carolina, Tennessee, 


homa, 


Island, 


Utah, Virginia, Wisconsin. 


New state & local decisions 





Assessment discriminatory though not 
above market. Taxpayer was assessed at 
only a percentage of market value. How- 
ever, the record indicated that other 
property in the class was assessed at 
percentages of value which ranged 
widely. Discrimination resulting from 
the systematic, arbitrary, or intentional 
undervaluation of some property as com- 
pared with the valuation of other prop- 
erty in the same class violates the state 
uniformity clause even though the prop- 
erty discriminated against is not assessed 
at more than fair market value. The 
court expressly overruled Cudahy, de- 
sided 50 years ago, in which it refused 
to grant relief to a taxpayer whose prop- 
erty was assessed at far less than market 
value. Hamm, Sp. Ct., Minn., 3/6/59. 


Sales tax transportation charges upheld. 
The California sales tax law provides 
for the inclusion of the cost of trans- 
portation of property in the tax base 
if the transportation occurs before the 





sale to the purchaser but excludes such 
charges separately stated if the trans- 
portation occurred after the property 
was sold. The taxpayer mined granite 
which was hauled by independent 
truckers to the place designated by the 
buyer. The evidence before the court in- 
dicated that the taxpayer’s customers 
were concerned only with the delivered 
price of the granite and that they had 
no control over the 
process. Accordingly the court held that 
title to the granite did not pass until 
delivery and that transportation charges 
were correctly included in gross receipts 
for sales tax purposes. Select Base Ma- 
terials, Inc., Sp. Ct. Calif., 2/20/59. 


transportation 


Tax on interstate operator valid. The 
Pennsylvania fuel use tax is imposed on 
the dealer-user, the person placing fuels 
into fuel supply tanks. Use is defined 
to include the delivery of fuel into fuel 
supply tanks. Taxpayer was an inter- 
motor bus operator. Fuel was 


state 
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placed in its buses within the state, but 
part of the fuel was consumed in other 
states. The taxpayer contended that the 
Pennsylvania fuel tax imposed on all 
fuel put in the buses violated the Four- 
teenth Amendment and the commerce 
clause of the Federal Constitution. In 
accordance with the statutory terms, the 
court construed the incidence of the tax 
to fall on a local activity, the delivery 
of fuel for expected highway use. In 
ruling the tax valid, it regarded the tax, 
not as a privilege tax for the use of the 
highways, but as an excise tax on a 
transaction fully completed before the 
fuel was used in interstate commerce. 
White Star Lines, Inc., Ct. Comm. Pleas, 
Pa., 3/16/59. 


Kentucky franchise tax on interstate 
trucker invalid. A foreign trucking com- 
pany was doing an exclusively interstate 
business with no other property or ac- 
tivity in Kentucky. It operated on ir- 
regular routes and in a sporadic manner. 
The Kentucky franchise having been 
adjudged a property tax, its assessment 
on the franchise of the taxpayer in this 
case is construed as an attempt to reach 
the added value of assets in the state de- 
rived from the fact that it operated 
there. 

In invalidating the assessment, the 
court held that the tax was imposed on 
regardless of 
whether it was considered an ad valorem 
tax on intangible property (the added 
value of continuous operation) or an ex- 


interstate commerce 


cise tax on a privilege. The court cited 
the United States Supreme Court ruling 
in the Spector case in concluding that 
under whatever guise a tax is levied, 
even though nondiscriminatory and ap- 
portioned to business done within the 
state, a privilege tax may not be im- 
posed by a state on a foreign corpora- 
tion which is engaged only in interstate 
Commercial 
2/13/59. 


commerce. Carriers, Ct. 


Apls., Ky., 
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New tax deferrals can solve estate 


problems for closely held businesses 


by RICHARD H. KALISH 


Estate planning for the owners of a closely held business revolves around the 


central problem of reducing the estate tax and finding the funds to pay the 


irreducible remainder. The privilege of paying the estate tax in installments over 


ten years, added to the Code in 1958, will be the solution for many businesses. Mr. 


Kalish reviews the provisions of the law, stressing particularly the way it inter- 


meshes with the requirements for Section 303 redemptions to pay tax, and pointing 


out the ambiguities in the Code that may cause difficulty. He calls attention to the 


benefits in the law that can be achieved only if lifetime planning is done to make 


sure that the estate will qualify for the installment privilege. 


Sara THE OWNER Of a closely 
held business is anxious to see the 
business continue after his death. If 
he has children or other close relatives 
who have the ability to carry on, he 
will not want the business to be faced 
with the immediate burden of a forced 
liquidation to satisfy death taxes and 
the administrative expenses of his estate. 
Indeed, even though he may foresee 
that his family will not actively partici- 
pate in the operation of the business, 
he will nevertheless want them to re- 
ceive the full value of his interest and 
this almost always means he must avoid 
a forced liquidation. If there are other 
surviving owners of the enterprise, they 
will undoubtedly want to continue the 
business, particularly where success has 
been achieved in the past and the out- 
look for the future is promising. Various 
methods have been devised to meet this 
problem of providing liquid funds to 
satisfy these liabilities. For example, 
mergers have been executed with com- 
panies whose stock is traded regularly 
on the various stock exchanges. By ex- 
changing the closely held business for 
readily marketable securities, the estate 
creates the liquidity necessary to pay 
expenses. To accomplish this result, con- 
trol of the business has to be relin- 
quished. In other cases, insurance on 
the life of the owner of the business 


provides the necessary funds either di- 
rectly to the estate or to the surviving 
owners or key men who purchase the 
estate’s interest. But life insurance may 
be unavailable because of cost or the 
non-insurability of the decedent. Stock 
redemptions to pay death taxes plus 
funeral and administration expenses, 
which under Section 303 don’t subject the 
estate to a dividend tax, provide some 
assistance to the problem; but still the 
corporation must have cash or other 
liquid funds available to meet this need. 

In an attempt to ease the immediate 
financial burden placed upon a dece- 
dent’s estate comprised principally of an 
investment in a Closely held business, 
and as an aid in the survival of small 
business, Congress enacted Section 6166 
of the Code which provides an election 
to pay at least a portion of the Federal 
estate tax in installments, where the 
principal asset of the estate consists of 
an investment in a closely held busi- 
ness.1 

By utilizing the relief offered by Sec- 
tion 6166, the surviving owners of the 
business may be given a period of grace, 
up to nine years, within which to pro- 
vide the estate with the necessary funds 
to pay the yearly installments of that 
portion of the Federal estate tax repre- 
sénted by the interest of the decedent 
owner in the enterprise. If the business 


proves successful, the requisite cash may 
be obtained from the earnings and 
profits without serious impairment to 
the capital in the organization. 


Prolonging administration 


Generally, the Internal Revenue Sery- 
ice looks askance at an administration 
prolonged beyond the period necessary 
to satisfy all of the legal obligations of 
the estate. The reason is, of course, that 
the estate and the legatees are separate 
taxable entities, each subject to a grad- 
uated income tax starting at the lowest 
20% tax rate. When the legatees of an 
estate are in a higher personal income 
tax bracket than the estate itself, it is 
generally to their benefit to have the 
estate accumulate the income, where 
permissible, in the year received, pay the 


Federal income tax, and use the balance 


of the income to pay the Federal estate 
tax installments plus interest. The differ- 
ence between the Federal income tax 
that the estate will pay on the distrib- 
utable net income and the tax that 
would be payable by the legatees on the 
income if distributed, is in effect addi- 
tional funds available for the payment of 
the estate tax installments and interest. 

It appears that Section 6166(h) now 
offers estates the opportunity to pro- 
long the administration period. The ex- 
ecutor is required to pay the deferred 
installments upon notice and demand 
from the District Director, if 50% or 
more in value of the interest in the 
closely held business is distributed, sold, 
exchanged, or otherwise disposed of. It 
would seem therefore that the executor 
has an unquestionably good reason for 
retaining the interest in the estate so 
long as installments remain unpaid. 
Conference Committee 
Report No. 2632 defines the term “dis 
tributed, sold, exchanged, or otherwise 
. all possible 
ways by which the property ceases to 
form a part of the estate; or in the case 
of property which passes directly to the 
heirs upon death, all possible ways by 
which the heirs may divest themselves 
of the property.” Thus, it would seem 
that if an election has been made under 
Section 6166(a), the Treasury Depart 
ment is precluded from terminating the 
administration of the estate for income 
tax purposes if an interest in a closely 
held business forms a part of the total 
estate. In fact, Treasury Regulations 
Section 1.641(b)-3, relating to the ter 
mination of estates and trusts, state that 
“. . . The period of administration or 


Congressional 


disposed of” to mean ‘ 
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settiement is the period actually re- 
quired by the administrator or executor 
to perform the ordinary duties of ad- 
ministration, such as the collection of 
assets and the payments of debts, taxes, 
legacies, and bequests, whether the 
period required is longer or shorter than 
the period specified under the ap- 
plicable local law for the settlement of 
estates.” 

However, since only 50% of the value 
of the interest in the closely held busi- 
ness need be retained by the estate to 
preserve the installment privilege, the 
Treasury Department may take the posi- 
tion that at some point before the con- 
clusion of the installment period all 
other assets of the estate must be dis- 
tributed to the legatees, and even that 
the interest in the closely held business, 
when represented by securities, must be 
distributed up to the 50% limitation of 
Subsection (h). It is the opinion of this 
writer that the Federal tax authorities 
would not be able to sustain such a posi- 
tion because the executor alone has the 
discretion to retain as he 
deems necessary to fulfill his obligations, 
subject, of course, to the right of the 


such assets 


legatees to force a distribution of the 
assets of the estate when the executor is 
abusing his discretion. 


Income must be distributed 


A further consideration, and some- 
what related to this last point, arises 
when the distributable net income of 
the estate exceeds the estate tax install- 
attributable to the 


value of the closely held business. If the 


ments and interest 


legatees have adequate income inde- 


pendent of the distributable net income 
of the estate, and if the distributable net 
income of the estate exceeds the Federal 
estate tax plus interest in a given year, 


then such income can be accumulated 


1Subsection (a) of Section 6166 amends Sub- 
chapter B of Chapter 62 of the Internal Revenue 
Code of 1954 (relating to extensions of time for 
payment) to provide for an election by the 
executor to pay part or all of the Federal estate 
tax in two or more installments, but not exceed- 
ing ten. This election must be made by the execu- 
tor no later than 15 months after the date of 
death of the owner of the closely held business. 
This election applies only to that portion of the 
estate tax which bears the same ratio to the total 
estate tax imposed by Section 2001, reduced by 
the credits against such tax, as the value of the 
interest in the closely held business bears to the 
value of the gross estate. In other words, the 
executor is privileged to elect the installment 
method of paying the estate tax with respect to 
the portion of the estate tax represented by the 
inclusion of the value of the closely held business 
in the gross estate (Section 6166(b)). Subsec- 
tion (e) of Section 6166 provides that if an elec- 
tion is made under Subsection (a) to pay the es- 
tate tax in installments, the first installment is 
payable on the due date for filing the estate tax 
return. Each succeeding installment is payable 
one year hence on the anniversary date of filing 
the return. This rule applies without regard to 
any extension of time for payment of the first 


by the estate until its fourth taxable 
year. However, Section 6166(h)(2) pro- 
vides that the executor must pay an 
amount equal to such accumulated and 
undistributed net income in liquidation 
of the unpaid portion of the estate tax 
installments prior to the due date of the 
income tax return for such taxable year. 
Failure to comply with this requirement 
voids the election under Section 6166(a), 
thereby rendering the balance of the 
estate tax installments payable upon 
notice and demand from the District 
Director of Internal Revenue. In de- 
termining when this acceleration rule 
comes into operation, a short taxable 
year is counted as if it were a full tax- 
able year. Therefore, the executor must 
decide whether or not it will be to the 
advantage of the estate to adopt a short 
taxable year initially. If he adopts a 
that will end twelve complete 
months after the date of death of the 


year 


testator, then the executor can accumu- 
late undistributed net 
maximum period of four years. A tax 
analysis of the relative economic posi- 


income for a 


tions of the estate and legatees may de- 
termine the taxable year to be adopt- 
ed by the estate. Furthermore, if the 
fails to distribute to the 
legatees the undistributed net income 
of the estate prior to the close of the 


executor 


fourth taxable year of the estate, he can- 
not do so after the close of such taxable 
year and before the due date for filing 
the income tax return of the estate. 
Once the fourth year is closed he is re- 
quired by Section 6166(h)(2) to apply 
the accumulated and undistributed net 
income in payment of the unpaid estate 
tax installments prior to the due date 
for filing Form 1041 for fourth 
year. However, in so reducing the un- 
paid installments, the executor is there- 


such 


by reducing the prospective interest 


installment. If an election is made under Subsec- 
tion (a) to pay any part of the estate tax in 
installments and subsequently a deficiency is as- 
sessed, the deficiency is prorated over all the in- 
stallments. Thus it becomes necessary to recom- 
pute the portion of the estate tax applicable to 
the closely held business, as provided in Subsec- 
tion (b). The portion of the deficiency deemed 
applicable to the installment privilege is prorated 
to all of the installments. The part of the de- 
ficiency prorated to the installments which are 
not yet due is collected at the same time and as 
a part of such installments. The part of the de- 
ficiency prorated to the installments the time for 
payment of which has already arrived is paid 
upon notice and demand from the Secretary 
(Subsection (f)). Of course the executor may, at 
his option elect to pay the entire amount of the 
deficiency, or any part of it immediately in lieu 
of spreading the applicable portion over the un- 
paid installments. 

2 Like Section 6166, Section 303 applies with re- 
spect to the redemption of any stock which was 
included for estate. tax purposes in the gross es- 
tate of a decedent, whether the stock was part 
of the probate estate, or was previously trans- 
ferred by gift or other inter vivos disposition by 
the decedent. 
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charges for the remaining six years when 
the interest charges will rise from 4% 
on the installment for the fifth year to 
20% on the installment due at the con- 
clusion of the ninth year. 

It should be borne in mind that al- 
though the interest charged on unpaid 
installments of estate tax is 4% per 
annum (Section 6601(b)), nevertheless, 
the effective rate of interest is actually 
considerably less than 4%. This is true 
because the interest so paid is a deduc- 
tion from gross income on the income 
tax return of the estate in arriving at 
net taxable income. The amount of in- 
come tax saving, will of course, be con- 
tingent upon the income tax bracket of 
the estate each year. 

Interest each year is computed on the 
entire unpaid balance of tax due for the 
period from the preceding installment 
date to the current installment date and 
must be paid with the installment re- 
quired to be paid each year. 


Redemption under Section 303 


It should not be forgotten that in con- 
sidering an election under Section 6166, 
the executor must also weigh the advis- 
ability of complying with Section 303. 
It will be recalled that Section 303 pro- 
vides an exception to the general rule 
under Section 301 that a distribution by 
a corporation to a shareholder, whether 
in redemption of stock or otherwise, is 
treated as a dividend subject to income 
tax at the ordinary rates to the extent 
that the payment is made out of post- 
1913 accumulated earnings. The excep- 
tion under Section 303 provides that if 
a distribution is made in redemption of 
stock to pay death taxes plus funeral 
and administration expenses, then the 
distribution is treated as being in full 
payment in exchange for the stock, and 
the gain is taxed at the capital gain 
rate. The gain would be measured by 
the difference between the fair market 
value of the stock at the date of redemp- 
tion and the basis of the stock in the 
hands of the estate (value at the date 
of death or one year thereafter if so 
elected).? 

Section 303(b)(2)(A) is applicable only 
if the estate tax value of all stock of the 
redeeming corporation includible in the 
gross estate exceeds either 35% of the 
value of the gross estate, or 50% of the 
value of the net taxable estate. But 
303(b)(2)(B), if a de- 
cedent’s gross estate includes stockhold- 
ings in two or more corporations, and 
the stock of each corporation so in- 


under Section 
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cluded exceeds 75% in value of its out- 
standing stock, the stock of all such 
corporations is treated as the stock of a 
single corporation for application of the 
35-50% tests. Under Section 6166(d) the 
value of the decedent’s interest in that 
business need only exceed 50% of the 
total value of that business. Thus, if 
several business interests are involved 
the executor may be faced with the 
situation where he will be entitled to 
an election under Section 6166 but will 
be precluded from the capital gain 
benefits for redeeming stock under Sec- 
tion 303. This would be the case if he 
, and 75% of the 
stock in each of two or more closely held 


owns between 50% 


businesses. 


Problems of timing 


This point is of importance to the 
executor electing the benefits of Section 
6166. As noted previously, the election 
defers only that portion of the estate 
tax representing the interest in the 
closely held business. Therefore, on the 
due date for filing the Federal estate tax 
return, the executor must pay the por- 
tion of the total tax applicable to all 
other taxable assets of the estate plus 
the first installment of the portion of 
the tax applicable to the closely held 
business. The estate may find it advis- 
able to redeem a portion of the stock 
holdings in the closely held business at 
the capital gain rate in order to satisfy 
this estate tax liability. 

The executor must consider the time 
limitation for redemption of stock to 
pay death taxes and administration ex- 
penses. Except where a petition for re- 
determination of an estate tax de- 
ficiency has been timely filed with the 
Tax Court, Section 303(b)(1) requires 
that the redemption be made within 90 
days after the expiration of the statutory 
three-year period for assessment of Fed- 
eral estate tax. 

Thus, ordinarily the executor must 
redeem stock under Section 303 at a 
time prior to the due date of more than 
half of the estate tax attributable to the 
interest in the closely held business. If 
he chooses, he may elect to redeem stock 
under Section 303 to the full extent of 
the Federal and state death taxes plus 
funeral and administrative expenses, but 
note that he is not required to apply 
the proceeds received against the un- 
paid installments of estate taxes. He 
may invest the proceeds not applied to 
taxes and expenses, and later pay the 
Federal from 


estate tax installments 
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whatever funds he so chooses at the time 
that the payments are required. How- 
ever, subsection (h)(1)(A) of Section 
6166 terminates the installment privilege 
not only if the executor disposes of 50% 
of the interest, as noted above, but also 
if withdrawals of money and _ other 
property are made from the business it- 
self which equal or exceed 50% of the 
value of the business. There is an ex- 
ception for Section 303 redemption. 
Subsection (h)(1)(B) of Section 6166 
provides that where there is a redemp- 
tion of stock under Section 303 to pay 
death taxes and the redemption repre- 
sents a withdrawal or distribution of 
50% or more of the value of the in- 
terest in the business, acceleration of all 
the installment payments of the estate 
tax results unless an amount equivalent 
to this distribution is used to pay the 
estate tax. Therefore, if the executor of 
the estate redeems an amount of stock 
equal to the total Federal and _ state 
death taxes plus funeral and adminis- 
tration expenses, and the redemption 
equals or exceeds 50% of the value of 
the interest in the business, he would be 
compelled under this subsection to ap- 
ply the entire amount received against 
the balance of the unpaid installments 
of tax due on the date for filing the re- 
turn, or on such date prescribed for the 
payment of the tax where an extension 
of time has been granted. This would be 
true despite the fact that the amount of 
the redemption may in part have been 
based on state death taxes plus funeral 
and administration « <>enses. 

If, on the other hand, the redemption 
takes place under Section 303  subse- 
quent to the date prescribed for the 
payment of the tax, the estate auto- 
matically loses the installment privilege 
granted by Section 6166, and the bal- 
ance of tax due becomes immediately 
payable on notice and demand from 
the District Director of Internal Rev- 
enue. Thus, the executor is faced with 
the problem of determining whether the 
total death taxes plus funeral and ad- 
ministration expenses exceed 50% or 
more of the value of the interest in the 
business. If they do not exceed the 50% 
limitation, then the redemption under 
Section 303 can take place subsequent to 
8 No extensions of time for filing the estate tax 
return, or any other actions which would other- 
wise extend the statutory limitation period are 
taken into account. If a petition for redeter- 
mination of a deficiency has been timely filed 
with the Tax Court, then Section 303 applies to 
any redemption distribution made at any time 
before the expiration of 60 days after the decis- 
ion of the Tax Court becomes final. 


*Section 6601(b) provides that if the time for 
payment of a portion or all of the estate tax un- 


the due date of the first installment 
under Section 6166(e) and within the 
time limit prescribed by Section 303(b). 
If these expenses exceed the 50% limita- 
tion, then the executor must determine 
whether he will redeem stock in excess 
of the 50% limitation and liquidate the 
future installments of estate tax to the 
extent thereof prior to the due date of 
the first installment of the estate tax 
permitted to be prorated. If he delays 
the redemption beyond the due date 
of the first installment of the estate tax 
permitted to be prorated, he must limit 
the 303 redemption to an amount less 
than 50% of the value of the interest in 
the closely held business or lose the in- 
stallment privilege of Section 6166(a), 
These factors will have to be carefully 
considered by the executor if a redemp- 


‘tion under Section 303 is contemplated. 


Interests that qualify 


Throughout the discussion up to this 
point we have assumed that. the estate 
qualified for the installment payment 
election of Section 6166. Subsection (a) 
and (c) set forth certain requirements 
which must be met before an executor 
can claim the relief provided by this sec- 
tion. First, the decedent must have been 
a citizen or resident of the United States 
at the time of his death. 

Also his estate must include, at the 
time of his death, an interest in a closely 
held business as defined in Subsection 
(c). Such an interest may consist of the 
ownership of a trade or business as a 
single proprietor or partner, or the 
ownership of stock in a corporation 
carrying on a trade or business. Where 
the trade or business is in the form of a 
partnership or corporation two addi- 
tional qualifications must be met to 
comply with the 
test. First, 20% or more of the total 


closely-held-business 


capital interest in a partnership, or 20% 
or more in value of the voting stock in 
a corporation must be included in the 
gross estate of the decedent. This re- 
quirement includes interests which the 
decedent may not have owned at the 
date of death but which are attributable 
to him for purposes of the estate tax. 
Thus, for example, a gift of a partner 
ship interest, or a gift of stock deemed 
der Section 6166 is extended, interest is payable 
at the rate of 4% per annu* rather than at the 
usual rate of 6%. ‘ c 
5In satisfying this 50% requirement, an interest 
in a closely held business which represents the 
surviving spouse’s interest in property held by 
the decedent and the surviving spouse as com- 
munity property shall be treated as having been 
included in determining the value of the dece- 


dent’s gross estate. 
* See footnote 1. 
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to have been made in contemplation of 
death and includible in the decedent's 
cross estate under Section 2035 is eligi- 
ble for this 20% test. Likewise, corpo- 
rate stock held by a revocable trust and 
included in a decedent's gross estate 
eligible 


would be for 
whether or not the business was classi- 
fied as being closely held by the dece- 
dent. (Congressional Record of Aug. 
12th, 1958, P. 15793). 

A partnership must have had ten or 


determining 


fewer partners, and a corporation must 
have had ten or fewer shareholders im- 
mediately preceding the decedent's 
death. Neither Section 6166 nor the 
Congressional Committee Reports re- 
lating to the enacted law explain this 
requirement. Many questions arise as to 
who is to be included under these cir- 
cumstances. For example, is a partner 
who merely shares in the profits of the 
partnership, but has no proprietary in- 
terest therein, included for purposes of 
this limitation? Where a former partner 
has died prior to the date of death of 
the decedent partner in question, is he 
included as one of the ten partners? It 
would seem that he should not be so 
included, but the Commissioner of In- 
ternal Revenue may take the position 
that the unpaid portion of the capital 
interest of this former deceased partner 
is to be considered for purposes of the 
20% test applicable to the partner in 
question who died subsequent thereto. 
Most questions as to the number of 
owners of a closely held business will 
probably arise in connection with prop- 
erty held by a married person residing 
in a community property state, or by 
joint tenants, tenants in common, or 
tenants by the entirety. For most pur- 
poses, property held as community prop- 
erty, in joint tenancy or as tenants by 
the entirety is described by the courts 
as involving just one title, or one owner- 
ship, in the entire property. Assuming 
this same approach is carried over for 
purposes of the election under Section 
6166, property these forms 
would probably be considered as held 
by one 


held in 
person. Tenants in common 
may be treated differently. These are 
generally regarded as having separate 
titles in the property (although their 
interests run to entire property, 
rather than to any identifiable portion), 
which can be disposed of independently 
of che other tenant. Whether the In- 
ternai Revenue Service will treat such 


the 


owners as One or more in number will 


have to be determined. 


Co-ownership, through community 
property rules, joint tenancy, etc., is to 
be distinguished from attribution of 
ownership through application of con- 
structive ownership rules. Though other 
sections of the Code apply constructive 
ownership rules in specific situations, 
there such reference in Section 
6166 for determining the number of 
shareholders in a corporation. Neverthe- 
less, it remains to be seen what effect 
the stock attribution rules will have on 
the ten-or-fewer shareholder test and on 
the 20%-ownership test. 

It should not be overlooked that Sub- 
section (c) merely defines the term 
closely held in relation to a_ business, 
but does not define the term business. 
The question of whether in a given 
case the decedent was engaged in a 
business will undoubtedly the 
Treasury Department «nd the taxpay- 
ing estates a great deal of difficulty. For 
example, if the decedent owned a large 
piece of unimproved realty, would such 
ownership qualify as a business under 
Section .6166? These and many other 
questions in connection with what con- 
stitutes a business will eventually have 
to be considered by the Internal Rev- 
enue Service. Even after regulations are 
issued, in many cases it may be  neces- 
sary to obtain a ruling to determine 
whether a particular business interest 
qualifies for an election under Section 
6166. 


is no 


cause 


Valuation 


What may prove to be the most im- 
portant qualification from the point of 
tax planning, is that the value of an in- 
terest in a single closely held business 
must be greater than either 35% of the 
value of the gross estate or 50% of the 
value of the net taxable estate of the 
decedent. In determining value for pur- 
poses of this section, the value is that 
used for Federal estate tax purposes. 
Thus, if the alternate valuation date is 
elected by the executor for valuing 
included in the gross estate 
of the decedent, as provided by Section 
2032 of the 1954 Code, the determina- 
tion whether the percentage qualifica- 
tions of Subsection (a) are met shall be 
based on the alternate valuation. Let us 
suppose that the value of an interest 
in a closely held business included in 


property 


the decedent’s estate exceeds either 35% 
of the value of the gross estate or 50% 
of the net taxable estate as reported on 
the Federal estate tax return. Subse- 
quently, the return is examined and ad- 


Estate and gift taxation + 51 


[Mr. Kalish, a CPA, is associated with the 
tax department of the national account- 
ing firm of Peat, Marwick, Mitchell & 
Company in New York City.} 





justments are made to values by the 
examining agent, resulting in an addi- 
tional assessment conceded by the execu- 
tor of the estate. If the value of the 
gross estate is increased by a revaluation 
of an interest in a closely held business, 
the 35% or 50% qualification will con- 
tinue to be met. But let us suppose 
that the gross estate includes a non- 
qualifying asset, the value of which is 
increased upon with the 
result that the value of the interest in 
the closely held business no longer ex- 


examination 


ceeds 35%, of the value of the gross 
estate nor 50% of the net taxable estate. 
Does this mean that the election of the 
executor is null and void as to the in- 
stallment payments of the portion of the 
estate tax represented by the value of 
the closely held business as shown on 
the estate tax return? The Commis- 
sioner would probably take the posi- 
tion that the estate never qualified for 
the election under Section 6166(a), and 
any unpaid installments are due and 
payable on notice and demand with in- 
terest at 6% rather than at 4%.4 There- 
fore, it may be advisable for the owner 
of a closely held business to consider 
inter-vivos gifts of nonqualifying prop- 
erty in order to insure that the 35% 
or 50%, tests are met. This requires 
careful tax planning prior to death. 
Where the estate of a decedent con- 
sists of interests in two or more closely 
held businesses, Subsection (d) sets forth 
a special rule to determine whether any 
or all of them qualify for purposes of 
the 35% or 50% tests of Subsection (a). 
In order that interests in two or more 
closely held businesses may be com- 
bined, the value of each interest includ- 
ed in the decedent's gross estate must 
be more than 50% of the total value of 
the business immediately preceding the 
owner's death.5 A simple illustration 
will indicate the application of Subsec- 
tion (d) to subsection (a) in determining 
qualification for election. Let us assume 
that the value of the gross estate of the 
decedent is $2,000,000, of which $800,- 
000 represents the value of interests in 
closely held businesses as defined in sub- 
section (c). This amount represents 40% 
of the gross estate and would meet the 
percentage requirement of subsection 
(a)(1). Let us assume further that this 
amount represents investments in three 
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separate and distinct business enter- 
prises of the decedent as follows: 


Business A 
Total value of the business . 
Value of decedent’s interest . 
Percentage of decedent’s 
ownership a ee 60% 


$500,000 
$00,000 


Business B 


Total value of the business . $400,000 
Value of decedent’s interest. 300,000 
Percentage of decedent’s 

ownership ints ecco 15% 


Business C 
Total value of the business . 
Value of the decedent’s in- 


$400,000 


terest 200,000 
Percentage of decedent’s 
ownership bs 50% 


Under Subsection (d) since decedent's 
interest in Business A and B each ex- 
ceeds 50% of the value of the total busi- 
ness, the combined value of both is 
treated as an interest in a closely held 
business for purposes of the percentage 
requirement of Subsection (a). But since 
decedent's interest in Business C is not 
in excess of 50% of the total value of 
the business, it’s value does not qualify 
for purposes of Subsection (a). The com- 
bined value of Business A and Business 
B is only 30% of the gross estate of the 
decedent, thereby precluding the execu- 
tor from imaking an election under Sub- 
section (a). if ihe total value of Business 
C were less than $400,000, ‘hen the de- 
thereiti of $200,000 
would quzlify as an interest in a closely 


cedent’s interest 
held business, and the election under 
Subsection (a) would be available to the 
executor. This would be true also if the 
decedent’s interest exceeded $200,000. 
Even though any or all of the interests 
in Business A, B, and C were held by 
the decedent and his surviving spous? 
as community property, then the same 
result would follow, provided that the 
total $800,000 value of interests in close- 
ly held businesses were included in the 
decedent’s estate under Sections 2040 
and 2056(c)(2)(B). 

One further point in connection with 
the requirement that more than 50% 
of the total value of each business must 
be owned by the decedent before two or 
more businesses can be combined for 
purposes of the limitation in Subsection 
(a)(1) should also be considered from 
the aspect of estate planning. Suppose 
two men go into business together on a 
50-50 basis. They set up a corporation to 
manufacture their product and a part- 
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nership to handle distribution. Under 
the more than 50% test, the interest 
that each owns in the two businesses 
cannot be combined and an election is 
not available under Section 6160(a). But, 
if only one business had been organized 
on a 50-50 basis, the interest owned by 
each would not be precluded from quali- 
fying under Subsection (d). It would 
seem that by placing an emphasis on 
form over substance, Congress has dis- 
qualified business interests apparently 
intended to be covered. Using the two 
entity type of operation may be much 
more sensible from a business or eco- 
nomic point of view; but to obtain the 
advantage of the installment method of 
paying a portion of the Federal estate 
iax, the business may have to be estab- 
lished as a single enterprise. 


Lifetime planning 

A particularly difficult problem faces 
the owner of a closely held business if 
there is expected to be a very substan- 
tial difference between the size of his 
gross estate and his net taxable estate. 
The value of the business interest may 
well comprise a major portion of the 
taxable estate, but be only a relatively 
small part of the gross estate prior to re- 
ductions for debts, expenses, etc. As a 
result a substantial portion of the estate 
tax miav be attributable to the business 
interest, and yet it may be only a small 
of the portion of the tax to 
be deferred.© An illustration will indi- 
“ate this pomt more fully. Suppose an 
unmarried entrepreneur owns a_busi- 
ness interest worth $500,000 plus other 
assets worth $500,000. At his date of 
death he has debts and expenses of 
$440,000. His taxable estate before the 
maximum allowance for state death 
taxes is $500,000 after the specific ex- 


acasure 





*No gift tx exclusion for trust though 
child could compel distribution at 21. 
The Internal Revenue Service has ruled 
that a gift in trust for a minor does not 
qualify for the $3,000 exclusion where 
an agreement provides that the income 
and corpus may be expended for the 
benefit of the donee before he reaches 
21 and that, upon reaching that age, he 
may compel immediate distribution of 
the trust corpus or he may elect to ex- 
tend the term of the trust, in which 


case he will receive a distribution of 
one-third of the corpus upon attaining 
age 25, one-third upon attaining age 29 
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emption of $60,000. Because the business 
interest is worth more than 35% of the 
value of his gross estate, $58,250 of the 
total Federal estate tax of $116,500 
(after deduction of the maximum credit 
allowable for state death taxes) may be 
paid in ien equal installments of $5,895 
each. The remaining $58,250 must be 
paid at the regular due date, unless his 
executor can obtain an extension of 
time under some other provision of the 
law. Actually the interest in the closely 
held business represents 100% of the 
net taxable estate. In order to obtain 
benefit from Section 
6166, steps should be taken prior to 
death to make the gross estate and net 
taxable estate as nearly equal as pos 
sible. In this mannet a greater portion 
of the total tax payable can be deferred 


the maximum 


. through installment payment. The pos- 


sibility of gifts of property during life. 
time should be explored, particularly 
where such property  subjr<t to a large 
debt. Also where ~ossible, outstanding 
debts should be liquidated in order that 
the value of the business interest will 
constitute a greater percentage of the 
gross estate. In the above illustration, if 
$400,000 of other assets are used to 
liquidate outstanding debts prior to 
death, then a maximum of $97,083 may 
be deferred in’ ten equal installments. 
In the first case only 50% of the total 
estate tax is subject to the installment 
privilege, whereas in the second case 
the election is applicable to a maximum 
of 8314% of the total estate tax due. 
Although this situation may be rather 
extreme, the principal involved is never 
theless worthy of consideration in plan- 
ning prospective gifts of property or in 
avoiding the creation of large debts 
wherever possible by the owner of a 


closely held business. u 


and the balance upon attaining age 33. 
The Service adopts the position that 
a power to compel distributions at age 
21 does not meet the statutory require 
ment in Section 2503(c) that the prop- 
erty “will . . . pass to the donee on his 
attaining the age of 21 years. .. .” Al 
though the donee, upon attaining the 
age of 21, may be given the right to 
extend the term of the trust, such right 
must permit the donee to extend the 
term of the trust “upon such conditions 
as the donee may freely choose,” but not 
“upon conditions set forth by the donor 
in the trust instrument.” The Service 
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adopts the view that, “To permit the 
donor to set forth conditions under 
which the property may be handled 
after the donee reaches age 21 would be 
inconsistent with absolute ownership by 
the donee and, hence, inconsistent with 
the purpose of this statute.” Fry. Rul. 
59-144. 


No gift-tax marital deduction for as- 
signed insurance policies. A husband as- 
signed five insurance policies on his life 
to his wife, but each instrument of as- 
signment provided that if his wife 
“shouid predecease the undersigned in- 
sured, such interest shall pass to the 
children of the insured.” A marital de- 
duction claimed on the gift tax return 
was disallowed on the ground that the 
assignments to the wife traisferred to 
her a terminable interest. The Court 
agreed with the District Director that 
no gift tax marital deduction was avail- 
able. An interest passed to the children, 
and, since by virtue of the interest, at 
the time the gifts made, the 
children possessed the possibility of en- 
joying the property, the gifts fell within 
the terminable interest provision of the 
statute aud were not qualified for the 
deduction. Berman, DC Ala., 4/6/59. 


were 


Power to consume not general; was 
limited by standard. Mrs. K and her 
husband, residents of Texas, had ex- 
ecuted a joint and mutual will. When 
her husband died, Mrs. K elected to take 
under the will and obtained a life 
estate, and a powér to consume, in all 
of their community property i ex- 
change for her fee interest in ome-hal: 
of the community property. After the 
death of Mrs. K.., 
termined that she had acquired a ‘ax- 


the Commissioner /ie- 


able power of appointment over the en- 
tire community estate for the will pro- 
vided that the property could be “used, 
occupied, enjoyed, conveyed and ex- 
pended by, and during the life of 
such survivor as such survivor shall de- 
sire. ” Her executors paid the de- 
ficiency and later brought suit for re- 
fund. The court held that the executors 
were entitled to a refund after finding 
that it was the intent of Mr. and Mrs. 
K as expressed in the joint and mutual 
will that the power to consume be ex- 
ercisable only to the extent necessary 
to maintain for such survivor the stand- 
ard of health, support and/or mainten- 
ance to which she was accustomed, and 
therefore not a general power of ap- 


pointment under the definition set 


forth in Section 811(f), 1939 Code (See 
1954 Code Section 2041(b)(1)(A)). Kay, 
DC Texas, 4/20/59. 


Inspection of returns by Senate «Com- 
mittee. Estate and gift tax returns for 
the years 1945 to 1958 are open for in- 
spection by the Senate Committee on 
the Judiciary. Ex. Ord. 10808. 


Retention of income despite deed puts 
property into estate. Decedent executed 
and recorded warranty deeds granting 
to his children certain income-producing 
real estate. However there was an oral 
between the decedent 
and his children that he would retain 
the income from the real estate for his 
lifetime and the court found that he 
actually did receive such income from 
the dates of the deeds to the time of his 
death. His executors contended that 
the value of the real estate was not in- 
cludible in his gross estate inasmuch as 
the deeds conferred upon the children 
a fee simple title and that the Pennsyl- 
vania Statute of Frauds would have 


understanding 


New decisions: income taxation of trusts 





Income from decedent’s property tax- 
able te widow; no trust created. Tax- 
payer had the unrestricted right -to both 
income and principal of property under 
the will of er deceased husband, but 
actually used only a »*rtion of the in- 
come and none of the principal. ‘This 
court affirms the district court’s holding 
that the decedent’s will did not create a 
trust, but rather gave his widow a life 
estate. The testator intended to give his 
wife unfettered control over che smcome 
of the property. It is, therefore, taxable 
to her, as the Government ccutended, 
rather than to a_ testamentary 
Smith, CA-5, 4/23/59. 


trust. 


Interest on partner’s capital not income 
in respect of decedent. The partnership 
agreement between decedent and _ his 
partner provided that in the event of 
the death of either, the survivor would 
pay the value of the deceased partner’s 
interest to his estate. The partnership 
agreement also provided that payments 
made in installments should bear 6% 
interest. Decedent’s estate settled with 
the surviving partner the obligation to 
pay interest for $12,600 and accepted an 
additional $10,000 which, the lower court 
found, was for decedent’s share of the 


New trust 
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Notes on new estate tax and gift 
tax decisions are written by Wil- 
liam K. Stevens, editor of the de- 
partment covering income tax of 
trusts and estates. 











barred the decedent from enforcing his 
oral understanding against his children, 
and, therefore, he had no retained right 
to the income. The court concluded, 
however, that the transferred prope , 
was includible because in substance we 
decedent had retained possession and 
enjoyment of the property. The court 
reasoned that even if there was not 
technically a legal right to such income, 
the decedent’s continued receipt of the 
rents was sufficient to bring the transfer 
within the meaning of the phrase “the 
possession or enjoyment of the income” 
from the property. The court empha- 
sized the point that the application of 
the estate tax was not dependent upon 
“technical concepts pertaining to the 
law of conveyancing.” Est. of McNichol, 
CA-3, 4/17/59. 


z 


profits of the remainder of the fiscal 
year after his death. In reversing the 
district court, this court finds that these 
amounts are not taxable to the bene- 
ficiames 25 income in respect of a dece- 
dent. Neither amount is attributable to 
the activities of the decedent. The in- 
terest was paid for the use of capital. 
The partnership agreement provided for 
no post-mortem profits, and the $10,000 
was, it held, paid to settle whatever 
claims the exeeutor and beneficiaries 
might have arising from the delay ix 
settlement. The Chief Judge dissents as 
to the latter payment saying the evi- 
dence would support the lower court’s 
finding. Mandel Estate, CA-2, 4/29/59. 


Trustee must report incorte itiough title 
to property is in benefwiaries. Propexty 
had been held in trust for the life of a 
father to go to his children at his 
death. He died while they were minors 
and though legal title to the property 
passed to the children another provision 
in the trust authorized the trustee to in- 
vest the principal and pay only the in- 
come to the children. The IRS rules 
that the trustee must file fiduciary re- 
turns reporting the income. Rev. Rul. 
59-154. 
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How the professional firm should plan 


for the retirement or death of partners 


by HUGH M. MacKAY 


Since 1954 partnerships have had the unusual advantage of being able to choose 


just which payments made to disabled, retiring, or deceased partners are to be 


subject to income tax to the recipient and deductible by the firm. Naturally, very 


careful drafting of partnership agreements is required if the hoped-for treatment 


is to be obtained. Mr. MacKay first considers the all-important, but too little dis- 


cussed, problems arising on the disability of a partner and he sets forth very 


clearly the alternative income tax trea 


ents of death and retirement payments 


possible under Section 736. He then turns to the uncertainties about the estate tax 


treatment of such arrangements in the light of recent cases casting doubt on the 


validity of the Bull case, long the foundation stone of partnership estate planning. 


hoon 1051 was not designated for 
partners. If the partner receives a 
salary based upon partnership income 
or as a guaranteed payment, this salary 
is not subject to exclusion from the part- 
ner’s income under Section 105(d), which 
covers employer payments to a wage con- 
tinuation plan. 

Hence the partner must provide his 
own disability insurance plan for both 
“wage” continuation and major medical 
coverage. Presumably the result may be 
different in a situation such as the 
Kintner case involving an association of 
doctors, at least in the Ninth Circuit.? 
But although it has been announced 
that a ruling will be issued stating the 
criteria for qualification of an association 
for pension plan purposes, the specific 
ruling has not yet been issued, nor is it 
likely to cover Section 105 situations.’ 
Moreover, the usual business partnership 
probably will not qualify. The partner 
will have to provide his own disability 
plans with his own or partnership funds 
that are not excluded from taxation. He 
may, however, provide income of $100 a 
week which will be tax free should he 
become disabled, if he can obtain cover- 
age. 

Disability coverage is a most import- 
ant economic necessity apart from all tax 


considerations. It is difficult to under- 
stand how any lawyer or accountant or 
other professional person whose income 
depends so much on his personal efforts 
can afford to continue without substan- 
tial amounts of this protection. 


Partnership agreements 


Partnership agreements covering the 
question of disability are appearing in 
greater numbers. It is sometimes pro- 
vided that the partnership will pay 
premiums upon policies that provide in- 
come disability benefits either for several 
years or to age 65 and for life if disability 
results from accident. These agreements 
sometimes reduce the share of profits to 
which a partner is entitled after a com- 
plete year of disability, or, if he receives 
a salary, reduce the salary in an amount 
equal to insurance payments received 
during disability. In some agreements 
the remaining partners or the partner- 
ship have an option to buy the disabled 
partner’s interest in the partnership 
after two or three years of total dis- 
ability, as defined in the agreement. 

There are apparently no special tax 
problems here during disability. The in- 
surance proceeds are tax free. Payments 
from the partnership are distributions of 
income to the disabled partner and tax- 


able to him as such. Generally, if a part. 
ner is disabled, the firm will not have 
sufficient working capital to make a 
lump sum payment; payments will usu- 
ally be spread over a period of years, 
The remaining partners will want to 
consider the advisability of arranging the 
under 736(a)(2), 
guaranteed payments by the partnership 
for a stated period of years.* In this way 
the payments will be taxable as income 
to the disabled partner, and they will 
not be includible in the income of the 
remaining partners. The payments will 
be deductible by the partnership and 
will be taxed to the disabled partner. 
\ln order to get the advantages of Sec- 
tion 736(a), the obligation to purchase 
or make the guaranteed payments must 
be the obligation of the continuing part- 
nership, and not of the remaining part- 
ners as individuals. If, on the other 
hand, the transaction is placed under 
Section 736(b), all of the payments or 
purchase price may be taxable to the dis- 
abled partner as capital gain, or part 
may be taxable as capital gain and part 
as ordinary income, depending upon the 
facts/ This will be considered further 
heréinafter. 

An attempt to use an agreement pro- 
viding for guaranteed payments under 
Section 736 (a) while the disabled part- 
ner is alive, but shifting to Section 
736(b) following his death, would most 
probably result in an attempt to allocate 
to Section 736(b) less than the fair mar- 
ket value of the disabled partner’s in- 
terest in partnership property when he 
“retired” from the firm. This is prob- 
ably not possible under Section 736(b).5 
‘If the partners do not want the in- 
come to be taxable as ordinary income 
to the disabled partner, they may place 
the transaction under Section 736(b), 
payments for an interest in a partner- 
ship, specifically including a value for 
good will, assuming no unrealized re- 
ceivables exist, or the remaining partners 


transaction Section 


as individuals may make the purchase 
under present law and thus take the case 
out from under Section 736/ 

If the disabled partner does not want 
the partnership taxable year to end 
when he sells his interest, or if he owns 
an interest of 50% or more and the re- 
maining partners do not want the part- 
nership taxable year to end, the trans- 
action should be placed under Section 
736, either (a) or (b), with provision 
for guaranteed or other continuing | ay- 
ments. In this manner the partnership 
will not be considered as terminated nor 
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w:d the partnership year close with re- 
spect to any partner, including the dis- 
abled partner, until his payments have 
been received in full and his interest has 
been fully liquidated. This may be of 
special importance in a two-man part- 
nership considered as continuing for tax 
purposes notwithstanding that there is 
only one remaining “partner” so that 
the business is then legally, and for other 
than tax purposes, a sole proprietorship.® 

If the partnership agreement (includ- 
ing Articles of Partnership) contains pro- 
visions with respect to the acquisition of 
the interest of a disabled partner, it 
should be measured carefully against the 
statute and the Regulations. 


Non-disabled retiring partner 


Because of the problem of personal 
liability, it may very well be that a part- 
ner who wants to retire and go to an- 
other section of the country will want to 
sell or liquidate his interest in the part- 
nership when he does retire. 

The partner who on attaining age 60 
or 65 spends less time at work and more 
time in Fiorida, but who still retains his 
right to a share of profits and maintains 
his capital investment, is not retired as 
a partner. He is simply a less active but 
continuing partner. 

The partner who actually wants to 
retire and sell or liquidate his interest 
in the firm has this problem to consider: 
should he sell his interest to the remain- 
ing partners, or should he permit his 
interest to be liquidated by the partner- 
ship and, if so, under Section 736(a) or 
under Section 736(b)? 

\To understand the working of Section 
736, it is desirable to consider sales or 
liquidations of interests of partners be- 


‘Section 105 provides: “‘(a) Amounts attribut- 
able to employer contributions.—Except as other- 
wise provided in this section, amounts received 
by an employee through accident or health insur- 
ance for personal injuries or sickness shall be in- 
cluded in gross income to the extent such 
amounts (1) are attributable to contributions by 
the employer which were not includible in the 
gross income of the employee, or (2) are paid 
by the employer. 

“(c) Payments unrelated to absence from 
work. Gross income does not include amounts re- 
ferred to in subsection (a) to the extent such 
amounts—(1) constitute payment for the perma- 
nent loss .. . of a member . . . of the body, or 
permanent disfigurement .... (2) are computed 
with reference to the nature of the injury with- 
out regard to the period the employee is absent 
from work. 

“(d) Wage continuation plans.—Gross income 
does not include amounts referred to in subsec- 
tion (a) if such amounts constitute wages or 
payments in lieu of wages for a period during 
which the employee is absent from work on ac- 
count of personal injuries or sickness; but this 
subsection shall not apply to the extent that such 
amounts exceed a weekly rate of $100... .” 

* Kintner, 216 F.2d 418, (CA-9, 1954). 

* Rev. Rul. 57-546. 

‘Section 736 will be discussed in detail later. 
*Compare Willis, A. B., Handbook of Partner- 
ship Taxation, Prentice-Hall, 1957, at page 389. 
* Section 1.736-1 (a) (ii). 

*G.C.M. 26 379, 1950-1 CB 58. 

*Section 1.736-1(a) (5). 


fore the 1954 Code. The Commissioner 
maintained with unusual tenacity that 
when a partner sold his interest, this was 
a sale of his interest in each specific part- 
nership asset. But the courts consistent- 
ly held that the sale was not a sale of 


many assets, but the sale of the interest 
itself, and,that the interest was a capi- 
tal asset/ Cases arose in the Second, 
Third, Fifth, Sixth, Eighth and Ninth 
Circuits, with the taxpayer prevailing in 
each circuit. Finally the Commissioner 
acquiesced in these decisions.? 

In some of these decisions, the selling 
partner was able by the sale to convert 
what would have been ordinary income 
into a Capital gain. 

Since one does not usually die to ob- 
tain a Capital gain or capital treatment, 
it would seem that any legislation to 
block such a conversion could very well 
have been limited to sales and liquida- 
tions made during a partner’s lifetime. 
But the concept of income in respect of 
a decedent apparently was stronger than 
this view. 


Section 736 

The result of these decisions was Sec* 
tion 736(a) and (b) of the 1954 Code, 
which is legislation designed to modify 
the court decisions referred to above. 

In considering Section 736, it is first 
necessary to remember that it only covers 
sales or liquidations in which the part- 
nership itself has the obligation to pay 
for the interest. Section 736 has no ap- 
plication if the partners as individuals 
purchase the interest of any partner, or 
if outsiders purchase the interest. 

Section 736, which is entitled, “Pay- 
ment To A Retiring Partner Or A De- 
ceased Partner’s Successor In Interest,” 
contains subsections (a) and (b). Sub- 
section (a) provides that payments made 
in liquidation of the interest of a re- 
tiring partner or a deceased partner 
shall, except as provided in (b), be con- 
sidered (1) as a distributive share to the 
payee or recipient of partnership income 
if the amount is determined with regard 
to income of the partnership, or (2) as 
a guaranteed payment if the amount of 
the payment is determined without re- 
gard to the income of the partnership. 

In either case, these subsection (a) pay- 
ments are income to the retiring part- 
ner or to the deceased partner’s payee, 
and they are not includible in the in- 
come of the partnership or of the re- 
maining partners. 

The retiring partner reports a guaran- 
teed payment under Section 736(a)(2) for 
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his taxable year with or within which 
ends the partnership year in which the 
partnership is entitled to deduct such 
amount as a guaranteed payment. The 
payment is deductible by the partner- 
ship under Section 162(a) and taxable 
to the withdrawing partner under Sec- 
tion 61(a).8 

Payments made to a withdrawing part- 
ner that are based upon income of the 
partnership are considered as his share 
of partnership income under Section 702 
and are therefore taxable to him, and 
thus reduce the amount of partnership 
income attributable to the remaining 
partners. 

The result is, therefore, the same; the 
withdrawing partner is taxed on the 
736(a) payments and the remaining part- 
ners do not include them as inco1ae. 

An example of a guaranteed payment 
is $1,000 a month for 10 years without 
regard to earnings of the partnership. 

An example of a payment determined 
with regard to partnership income is 
$1,000 a month for 10 years, payable 
only from net earnings or net profits of 
the partnership. 

Except for the question of increasing 
basis, it will generally be to the ad- 
vantage of the remaining partners to 
have the payment be a 736(a) payment, 
taxable to the withdrawing partner as 
ordinary income and not to them. 

The retiring or withdrawing partner, 
however, may wish to have some or all 
of the payment not taxable as ordinary 
income. He may want the obligation to 
be a partnership obligation, but under 
Section 736(b). 

Section 736(b) contains the general 
rule that payments made under it are 
payments made in exchange for an in- 
terest in partnership property, and 
hence a capital transaction. But there 
are two exceptions. Unrealized receiv- 
ables as that term is presently defined in 
751(c) are excepted from this capital 
treatment. An example of an unrealized 
receivable is a trade account of a cash 
basis partnership which is still unpaid 
or unrealized, and payment for work in 
process that will not be payabie until 
the future and which has not been in- 
cluded in the partnership income. A 
lawyer’s fee not yet received is an ex- 
ample. And unless good will is specific- 
ally mentioned and a payment provided 
for it in the partnership agreement, good 
will is also excepted from capital treat- 
ment. 

If good will is not mentioned, any 
payments for good will come under- 
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736(a) either as a guaranteed payment 
or a distributive share of a partnership 
income. If payment is made for good 
will, the amount allocated to good will 
must be reasonable.® 

A payment under 736(b) is considered 
as a distribution of partnership property 
in complete liquidation of the partner's 
entire interest in the partnership. Except 
as covered in 736(b) with respect to good 
will if not mentioned and unrealized re- 
ceivables, any gain. or loss realized by 
the withdrawing partner is determined 
under Section 731, excepting further 
that gain or loss with respect to inven- 
tory items that have substantially in- 
creased in value as defined in 751 is de- 
termined under 751(b). A complete dis- 
cussion of these questions of gain or loss 
is beyond the scope of this article.1° 


Application of 736 

Suppose a partnership has no un- 
realized accounts receivable, but has cur- 
rent assets of $30,000, fixed assets of 
$30,000, and good will which has a value 
of $30,000. The partnership agrees to 
pay $40,000 for the interest of the with- 
drawing partner, under Section 736. 
There are three equal partners. What 
are the results of this transaction under 
Section 736? 

Assume that each partner has an ad- 
justed basis of $15,000. The market 
value of each partner’s interest is $30,000 
(14 of $90,000). The partnership has a 
zero basis for good will. 

The payment of $40,000 can be 
broken down into three classes: 

Class 1. Payment for current and fixed 
assets, or assets other than good will (no 
unrealized accounts receivable exist). 

Class 2. Payment for good will. 

Class 3. Additional payment. 

Each partner has a $10,000 interest in 
good will. Hence the Class 1 part of the 
$40,000 payment is $20,000 ($60,000 di- 
vided by 3). 

This part of the purchase price is for 
the partner’s interest in partnership 
property. It is a capital and not an in- 
come transaction. 

The amount of the purchase price 
that can be allocated to good will is 
$10.000. If this is provided for in the 
purchase agreement, it is a capital trans- 
action. If not, it is an income transaction 
that falls under Section 736(a), since by 
assumption the partnership has no ad- 
justed basis for good will. 

The Class 3 part of the payment, $10,- 
000, is in excess of both Class 1 and Class 
2 (property other than good will plus 


July 1959 


good will). Hence this payment is also 
an income payment that falls under 736- 
(a), either as a guaranteed payment or 
as a share of partnership income. 

In any such agreement, the amount 
allocated to good will should be stated 
and it should be made clear that the 
payment is either to fall under 736(b) 
and be a capital transaction, or under 
736(a) and be an income transaction, as 
the seller and the remaining partners 
(the continuing partnership) all agree. 

The Class 3 payment (in excess of 
property other than good will plus good 
will value) apparently must fall under 
Section 736(a) and be an income pay- 
ment. If this is a problem, for example, 
in a case in which the retiring or 
especially the deceased partner’s estate is 
to receive a large Class 3 payment, then 
the agreement can be drawn among the 
partners as individuals, and Section 736 
will not apply. 


Use by professional firms 


In considering retirement of partners, 
“A partner retires when he ceases to be 
a partner under local law, but for tax 
purposes under Subchapter K, a retired 
partner (or a deceased partner’s succes- 
sor) will be treated as a partner until 
his partnership interest is completely 
liquidated.”"11 The word “retires” is not 
limited, for example, to a “retirement” 
at age 65; a partner who retains his in- 
terest is not “retired” under Section 736. 
That is, the words “retirement” and 
“retiring partner” refer to a withdraw- 
-ng partner. 

The provisions of Section 736 can be 
very helpful when a partner does retire. 
They will be especially attractive in the 
case of a professional partnership such 
as a law or accounting firm. Assume that 
in a law firm having several partners, 
partner A, on reaching age 65, retires. 
An agreement is in effect which provides 
that the partnership will pay A $15,000 
a year for 10 years or until $150,000 has 
been paid, and that it will pay his widow 
$15,000 a year if he dies within 10 years, 
for the balance of the 10-year period. 

It is certain under Section 736(a) that 
if these are described as guaranteed pay- 
ments and if the agreement makes it 
clear that they are to be considered as 
736(a) payments, all of the partners 
know the income tax consequences. The 
payments will be taxable as ordinary 
income to A. They will be deductible by 
the partnership and so not income to the 
remaining partners. If A dies, payments 
will be taxable to the widow as income 


in respect of a decedent under Section 
691. Since they are guaranteed payments, 
the commuted value of remaining pay- 
ments will be includible in the estate of 
the deceased partner, at least under re. 
cent decisions.12 

Section 736(a) is very well designed for 
use in professional partnership cases. In 
a professional partnership agreement, 
payments to a retiring partner may, of 
course, be divided between 736(a) and 
(b), and thus alter somewhat the income 
tax consequences. However, any value 
placed upon good will must be a reason- 
able value, and the amount allocated to 
property under 736(b) may not exceed 
the fair market value of such property 
at the date of death or retirement.13 

With respect to valuing good will, the 
Regulations provide that generally the 
valuation placed upon good will by an 
arm’s length agreement of the partners, 
whether specific in amount or deter- 
mined by a formula, shall be regarded 
as correct if reasonable.14 However, the 
“sale” of good will in a law firm has 
apparently raised a question of the 
ethics of such a transaction.15 

If a professional partnership is will- 
ing to make continuation payments 
under 736(a), a large part of which may 
be attributable to unrealized accounts re- 
ceivable, and spread them over a period, 
partly because of the non-taxability to 
the continuing partners, the payment 
period should come within the esti- 
mated future existence of the firm, since 
a termination of the firm would change 
the character of the payments and re- 
sult in non-deductibility under Section 
736. The right to a deduction apparently 
does not pass to a successor partnership 
(nor to a corporation if formed on the 
retirement or death of a partner). The 
Report of the Advisory Group recom- 
mends that this be changed. 


Deceased partner 

With respect to the purchase or liqui- 
dation of a deceased partner’s interest 
the problems are similar to those already 
discussed. The reason for the application 
of 736 to a deceased partner is that the 
drafters were aware if the partner had 
lived, and had received salary or guaran- 
teed payments, or payments based upon 
profits, these would have been taxable 
to him as ordinary income. Moreover, if 
he continued as a partner, and unreal- 
ized receivables were later realized (for 


example, a lawyer’s fee for $25,000 or 
an engineer’s fee for $50,000 not payable 
until certain construction is completed), 
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TABLE 1:—ABC Partnership—Balance Sheet Date of A’s Death 


Assets 

Cash 

Inventory #? 
Machinery and Equipment 
Land and Buildings 

Good Will 


Totals 
Capital Accounts 
A 
B 
C 


Total 


Adjusted Basis 
$ 45,000 


Adjusted Basis 


Market Value 
$ 45,000 


78,000 90,000 
12,000 17,000 
24,000 40,000 

0 60,000 


$159,000 $252,000 


Market Value 


$ 53,000 $ 84,000 
53,000 84,000 
53,000 84,000 


$159,000 $252,000 





his portion of these receivables could 
have been taxed to him as his share of 
partnership income. Why should that 
which would have been ordinary income 
had he lived, change its character if paid 
to his beneficiaries following his death? 

It was also possible prior to 1954, by 
making distributions of unrealized re- 
ceivables and inventory items that had 
substantially increased in value to a 
partner in liquidation of his interest, to 
grant him a stepped-up basis on articles 
and items received if he had a high ad- 
justed basis in relation to the then mar- 
ket value of his own contributions to the 
firm. 

hese possibilities of avoidance of tax 
all lead to Section 736, and also Section 
751(b) which covers unrealized receiv- 
ables and appreciated inventory. 


{pplication to an example 


\ssume a partnership of A, B, and C. 
There is an agreement in effect under 
which if any partner dies the partner- 
ship will liquidate his interest. Table I 
shows the balance sheet as of the date 
of A’s death. 

Ihe firm is on an accrual basis and 
it has no unrealized accounts receivable. 
Its inventories do not exceed the $78,000 
adjusted basis for inventories by more 
than 120% as defined in Section 751(d). 

rhe agreement provides that all assets 
not including good will shall be valued 
at market value and not depreciated or 
book value. Payments are further defined 
as payment for an interest in partnership 
property under Section 736(b). 

It is agreed that each partner's estate 
shall receive $20,000 as payment for his 
interest in the good will of the firm, 
which the partners believe is a reason- 
able value based upon past earnings and 
other factors. It is agreed that in no 
event shall the purchase price be less 





than $100,000. A dies. How are the pay- 
ments taxed to his estate for income tax 
purposes? Class 1 payments consist of 
one-third of $192,000 ($252,000 less $60,- 
000 for good will, and excluding the 
$16,000 guaranteed payment to make up 
the $100,000 minimum). Therefore the 
Class 1 payment is $64,000. This falls 
under 736(b) and is a capital transaction. 
There is no income tax to A’s estate on 
this, since it takes a stepped-up basis 
under Section 1014. ° 

Class 2 consists of $20,000 paid for 
good will. Since this is by assumption a 
reasonable value and since payment for 
good will is provided for in the agree- 
ment, the $20,000 also falls under 736(b) 
and there is no income tax thereon to 
A’s estate. 

Class 3 consists of the remainder of 
the purchase price required to make up 
the minimum payment of $100,000 re- 
quired by the agreement. Since the Class 
1 payment was $64,000 and the Class 2 
payment $20,000, or a total of $84,000, 
the Ciass 3 payment is $16,000. This is 
treated as a guaranteed payment under 
Section 736(a). This payment is taxable 
as income to the payee-estate under Sec- 
tion 707(c). 

Actually a partnership would have 
liabilities, such as accounts payable and 
probably bank borrowing. Liabilities 
would usually be assumed by the part- 
nership. If liabilities were $60,000, one- 
third of this would be added to A’s prop- 
erty interest and increase it from the 
assumed $64,000 to $84,000. In such a 
case the total payments for property and 
good will would by assumption total 
$124,000, and all would be 736(b) pay- 
ments. There would be no 736(a) pay- 
ment.16 

Payments to the estate or payee could 
be arranged as 736(a) payments. For 
example, in an accounting or law firm, 
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the agreement might be to pay $10,000 
for 10 years without regard to profits. 
It might also be to pay 10% of net 
profits as defined, for 10 years. These 
would fall under 736(a). These pay- 
ments would be income in respect of a 
decedent because of Section 753 which 
provides that “the amount includible in 
the gross income of a successor in in- 
terest of a deceased partner under Sec- 
tion 736(a) shall be considered income in 
respect of a decedent under Section 691.” 
This appears to be a required result of 
Section 753 notwithstanding that the 
partner never would have received the 
income if he had lived. 


Lump sum payment 


The December 31, 1957 Report of the 
Advisory Group on Subchapter K ap- 
pointed by the Mills Committee assumes 
that Section 736. may apply if there is 
to be a lump sum payment.!7 Yet all the 
examples in the Regulations are exam- 
ples of payments over more than a one- 
year period. It was suggested in the past 
by Counsel for the Committee on Ways 
and Means, that the Section 736 might 
not apply to payments made in a one- 
year period. However, the Regulations 
on 736 specifically describes situations in 
which 736 shall not apply. Payments 
made in one year are not listed as an 
exception or situation in which 736 is 
not to apply. The question of payments 
to be made in one year is covered in the 
Advisory Report. 


Sale to partner not partnership 


Mr. Willis has pointed out that there 
is apparently a loophole in the law.18 
If the agreement is between the partners 
as individuals to purchase the interest 
of a deceased partner, 736 has no ap- 
plication. Section 753 has no application 
since it refers to Section 736(a). 

As previously noted, in the various 
Circuit Courts it had been held prior to 
1954 that when a partner sells his inter- 


® Section 1.736-1(b) (3). 

10 See Willis, supra, at Parts IV, V, and VI for 
a complete discussion of these questions. 

11 Section 1.736-1 (a) (ii). 

12 Estate of Charles A. Riegelman, 253 F.2d 315 
(CA-2, 1958); Eleanor B. Goodman v. Granger, 
243 F.2d 264 (CA-3, 1957) cert. den. Oct. 14, 
1957. 

12 Section 1.736-1(b) (5) (iii). 

14 Section 1.736-1(b) (3). 

15 ABA 1957 Section of Taxation Program and 
Committee Report, pp. 43-44. 

16 Compare Section 1.716-1(b) (7). Example 1. 
17 The same assumption is made in Willis, supra. 
See Section 26.09 which mentions a lump sum 
payment. However, page 47 of the Revised Re- 
port states, “There is also some question under 
present law as to whether Section 736 applies in 
the case of lump sum distributions. If it does not, 
unrealized receivables in these cases also are elig- 
ible for a new basis at the date of the death of 
the decedent.” 

18 Willis, supra, at page 391 and 397. 
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[Mr. MacKay is Second Vice President of 
the State Mutual Life Assurance Com- 
pany of America. A longer vesion of this 
article, including more reference to in- 
surance problems and containing some 
suggested clauses for partnership agree- 
ments, appeared in the Winter 1958 
issue of the Journal of the American So- 
ciety of Chartered Life Underwriters—a 
quarterly publication, and is reprinted 
with the author’s permission.] 





est in the partnership he sells a single 
partnership interest and not his interest 
in each asset. The sales were held to be 
sales that resulted in capital gains treat- 
ment if made during lifetithe, and in no 
gain if on death since a new basis was 
received equal to the value at death, 
usually the agreed purchase price. 

It is still true that if the sale is made 
to the surviving partners, the sale is of 
the deceased’s interest in the partner- 
ship. It is not a sale of many separate 
assets. The complete partnership interest 
is not an item of income in respect of 
a decedent. Hence the interest does take 
a new basis under Section 1014(a), and 
Section 1014(c), which provides that the 
provision for obtaining a new basis on 
death does not apply to income in re- 
spect of a decedent items, has no appli- 
cation. 

Consequently, all that the partners 
need do under present law to avoid all 
these questions of income under Section 
736(a) and income in respect of a dece- 
dent, is to have the partnership purchase 
agreement be on the crisscross basis be- 
tween or among the partners as indi- 
viduals. 

If the partners want to have the agree- 
ment result in income to the payee (such 
as guaranteed payments over a period 
of years) with the payments not being 
income to the surviving partners, then 
they must let the obligation to pay be 
the obligation of the partnership and 
not of the partners as individuals. 

Hence, under present law form be- 
comes most important since tax results 
will be or may be entirely different de- 
pending upon whether the agreement 
creates the obligation to pay in the 
partners as such or in the partnership. 

This does not mean that the agree- 
ment should be made between the part- 


nership as one of the parties and the 
partners as the other parties. Professor 
Edward Warren in his book, Corporate 
Advantages Without Incorporation spent 
56 pages in reaching the conclusion that 


such an agreement is or ought to be 
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completely void. He cites cases uphold- 
ing this type of agreement. But he also 
cites cases holding such an agreement 
void. Unless the law is definitely estab- 
lished in any state (it is, for example, in 
Louisiana) the agreement should be 
among the partners as individuals in the 
same manner as articles of partnership 
are prepared. But if a 736 transaction is 
desired, the agreement will make the 
obligation the obligation of the part- 
nership. 


Estate tax considerations 


A considerable number of both busi- 
ness and professional partnership agree- 
ments rely on the Bull!® case to eliminate 
the estate tax. In that case the estate 
of the partner could and did elect to 
continue the deceased partner’s interest 
in profits and losses of the firm for a year 
after his death. He had no interest in the 
capital of the partnership. It was held 
that the right to receive this income was 
not includible for estate tax purposes. 

The writer recently examined an 
agreement containing a provision for 
continuing profits to the estate or widow 
for three years. The partner’s share in 
profits has been about $75,000 in recent 
years. Is the commuted value of $225,000 
(or some figure to be determined) to be 
included in the gross estate of this part- 
ner if he should die in the near future? 
Is the Bull case no longer law? Is the 
difficulty of determining profits too great, 
so that if the value cannot be deter- 
mined, the estate tax value is zero??° 


Current status of Bull case 

The most recent analysis of the Bull 
case appears in the opinion of the 
Second Circuit in Charles A. Riegel- 
man.*1 In this case the decedent, Riegel- 
man, was the senior partner in a New 
York City law firm. He had made no 
contribution to the capital of the firm. 
The partnership agreement provided 
that following his death he should be 
entitled to receive a share of the profits 
of work completed prior to his death 
and also a share of profits from work 
in process when he died but completed 
after his death. In the estate tax return 
no amounts were included for profits 
resulting from work completed after the 
decedent’s death. The Commissioner and 
the Tax Court held that such amounts 
were includible. This was affirmed on ap- 
peal. The court distinguished the Bull 
case on the ground that it was an agree- 
ment for the estate to continue as a part- 
ner whereas in Riegelman there was no 


continuance as a partner but instead a 
right to receive a share of profits. 

The court pointed out that the Bull 
decision was a 1935 decision involving a 
1920 tax liability. It reached the conclu- 
sion that Section 126 of the 1939 Code 
(now Section 691 of the 1954 Code) made 
this right to receive payment income in 
respect of a decedent. The court held 
that the stipulated value of the right to 
receive payments was includible in the 
gross estate for estate tax purposes and 
said: “Insofar as Bull... is contrary to 
this conclusion, we think it no longer 
states the applicable law.” McClennen 
also limits the Bull case.22 

The Senate Finance Committee Re- 
port concerning Section 753, and the 
Conference Committee Report indicate 
that it was intended to include such a 
right in the estate of the deceased part- 
ner.23 

If the Bull case is no longer law, as 
suggested in the Riegelman case, and if 
unfunded promises of an individual or 
company can be valued for estate tax 
purposes it may be that there will be an 
estate tax in some cases in which it is 
not now anticipated that there will be. 


Fidelity-Philadelphia case 


Is there any other way to eliminate 
the estate tax? It is pointed out in Willis. 
ton On Contracts, Revised Edition, that 
under modern cases it is not necessary 
that the consideration for the promise to 
pay or perform move from the payee 
or obligee. It may move from another 
person.?4 

It is also true under existing decisions 
that an agreement will not be illusory 
if it may be revoked by one of the 
parties, if such party is required to give 
notice of revocation in writing, or if a 
period of time after notice must pass 
before revocation is effective.25 

Suppose that a law firm contracts with 
partner A to pay him $15,000 for 10 
years if he stays with the firm until age 
65 and retires. Assume that in a separate 
instrument the firm agrees with Mrs. A 
to pay her $15,000 a year for 10 years if 
A dies. It reserves the right to revoke 
upon 10 days’ written notice. The 
promise to pay is not income to Mrs. 
A.26 

How can the contract with Mrs. A 
be a part of partner A’s estate? Does 
the recent United States Supreme Court 

Fidelity-Philadelphia Trust 
Co.,27 support this view? In that case A 
purchased an annuity contract and a 
so-called insurance contract. They were 
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separate contracts. To buy the insur- 
ance contract (designed to take ad- 
vantage of the then specific estate tax 
exemption for life insurance) she had 
to buy the single premium annuity con- 
tract. The death benefit was the pre- 
mium paid less annuity payments re- 
ceived during the annuitant’s lifetime. 
She kept the annuity contract and as- 
signed the death benefit contract. Several 
years later she died. The Court held 
with three judges dissenting that the 
contracts were actually separate contracts 
and that the Commissioner could not 
attempt to merge them into a single con- 
tract in order to have an estate tax based 
upon a transfer with life income re- 
tained. 

That decision seems very much in 
point in the case we have assumed. 

If the firm objected to contracting 
with the wife, it could give the partner 
two separate contracts. He could then 
assign the death benefit contract to his 
wife. If he lived for three years there 
would be no gift in contemplation of 
death. If the contract depended upon 
his continued participation as a partner, 
or if it could be terminated by the firm 
on written notice, it would seem to 
have little or no gift tax value. 

The cases holding that it is impossible 
to deflect income for income tax pur- 
poses in certain instances such as Eu- 
bank28 commission income, Horst,?® 
transfer of bond coupons, and similar 
cases30 do not mean that a completed 
gift is not possible. It has been held in 
several cases that a completed gift is 
made if an absolute transfer takes place, 
notwithstanding that the income from 
the property or right transferred is still 
taxable to the donor,! and the converse 
is true. If the partner has no right to a 
death benefit but instead this right is in 
his wife or some other person, he has 
nothing to transfer at death. Since he 
has not retained a life interest under the 
Fidelity-Philadelphia case, supra, no 
estate tax should be payable, unless the 
transfer is made by assignment and the 
partner dies within three years. 

If the partner transfers the death bene- 
fit contract, there is an absolute transfer 
and the question is to determine the 
value of the gift. In a firm of many 
partners in which the firm reserves the 
right to revoke, the value could be very 
small. In a two-man firm it could be 
sizable. However, no estate tax should 
be payable.32 

The attempts of the Commissioner to 
show that the decisions which hold the 





agreed value binding for estate tax pur- 
poses if transfer of the partner’s interest 
is properly restricted during his lifetime 
are outmoded, have not prevailed. These 
decisions are still governing.®% 

In Gore34 the court held that the 
agreement was binding for estate tax 
purposes, notwithstanding that the pur- 
chasers, who were the sons of the selling 
partner, were clearly “the objects of his 
bounty.” This was made clear since the 
father, after agreeing to sell his interest 
to his sons, then left it to them in 
his will. The agreement, which provided 
for a low value prevailed over the will in 
accordance with a decision of the state 
court that the agreement was valid and 
binding. 

Hence, in the Tenth Circuit at least, 
the agreement will control notwithstand- 
ing that the purchasers are sons. How- 
ever, there was no indication in the 
Gore case that the price was not fair 
when it was agreed to by the parties. 

The Regulations provide that little 
weight will be given to an agreement 
if the decedent may dispose of his in- 
terest during his lifetime;35 or if the 
agreement does not represent a bona fide 
business arrangement and is merely a 
device to pass the decedent’s interest to 
the natural objects of his bounty for 
less than an adequate and full considera- 
tion in money or money’s worth.36 For 
example, a partner could not avoid the 
estate tax by arbitrarily agreeing to pass 
his $150,000 interest to his son for $5. 
But under the Gore case he could enter 
into a valid and binding agreement with 
his son, and the agreed purchase price 
would be binding. 


Payment of estate taxes 

Because of the nature of life insur- 
ance, and since a partner may die to- 
morrow or ten years from tomorrow, 
and because the working capital of 
most partnerships would not be ade- 
quate to purchase the interest of a de- 
ceased partner, at least without putting 
a great strain on the firm, many agree- 
ments to liquidate or purchase the in- 
terest of a partner if he dies are funded 
by life insurance. It is probably true that 
most agreements are only partially 
funded by life insurance. Provisions are 
made to pay the remainder of the pur- 
chase or liquidation price by notes. 

With respect to the payment of estate 
taxes, Section 6166 of the Small Business 
Tax Revision Act of 1958 permits an 
executor to elect to pay the estate tax in 
not more than 10 installments if the 
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estate qualifies under Section 6166. It 
applies if the value of the business in- 
terest is in excess of 35% of the gross 
estate or 50% of the taxable estate of the 
decedent. These are the same as Section 
303 tests. It applies to the interest of a 
partner in a partnership if at least 20% 
of the total capital interest of the part- 
nership is included in the gross estate of 
the decedent or if the partnership had 
less than 10 partners, all determined im- 
mediately before the decedent’s death. 
If there are more than two partnerships 
the decedent must have had more than 
a 50% interest in each firm if it is neces- 
sary to include the values of the part- 
ner’s interest in more than one firm in 
order to meet the 35% or 50% test. 

The law contains provisions for ac- 
celerating payments in the event of de- 
fault, and for the payment of 4% in- 
terest upon the unpaid balance of the 
estate tax. The amount of tax so pay- 
able is limited pro rata to the propor- 
tion the partnership interest bears to the 
total gross estate. 


Ownership of policies 


If there is a liquidation agreement to 
be carried out by and through the part- 
nership under Section 736, the partner- 
ship should own the policies. The part- 
nership or a trustee for the partners may 
be the beneficiary. 

Under the 1954 Code it is definitely 
provided that if the partnership re- 
ceives the proceeds, which constitute tax 
exempt income, the surviving partners 
will receive a stepped-up basis for their 
partnership interests when the firm col- 
lects the proceeds and uses them to pur- 
chase the deceased partner’s interest.37 
To avoid any argument or possibility 
that part of this basis is attributable to 
the deceased partner, the agreement may 


1® Bull, 295 U.S. 247 (1935). 
20 Compare Robinette, 318 U.S. 184 (1943); A. A. 
Frank, 133 F.2d 1009, CA-7, 1943). 
21 253 F.2d 315 (CA-2, 1958). 
22131 F.2d 165 (CA-1, 1942). 
23 See Willis, supra, at page 398. 
% See Williston on Contracts, Revised Edition, 
Section 114 and cases cited. 
> Williston, supra, Section 105 at page 365, and 
cases cited. 
* Compare J. Darsie Lloyd, supra. 
S 74 


° 4, 
25311 U.S. 122 (1940). 
#311 U.S. 112 (1940). 
%e For further cases see 1 Rabkin & Johnson. 
Federal Income Gift and Estate Taxation, Sec- 
tion 6.02, 6.03. 
%1 Estate of Beck, 129 F.2d 243 (CA-2, 1942); 
H. G. Goulder (DC, Ohio) 45-2 USTC Par. 10 
210; Lockard, 166 F.2d 409 (CA-1, 1948). 
*2 Compare, Bilder, Death Benefits Paid Under 
an Express Contract, TAXES, August 1956, page 
529, where the same conclusion is reached con- 
cerning a death benefit payable under an employ- 
ment contract. 
83 See May v. McGowan, 194 F.2d 396; Lamb v. 
Sugden, 82 F.2d 682; A. L. Salt, 17 TC 92. 
31224 F.2d 892 (CA-10, 1955). 
® This is supported by decisions. 
% Section 20.2031-2(h); 20.2031-3. 
87 Section 705(a) (1) (B). 
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provide that neither he nor his estate 
shall have any interest in the proceeds of 
any policy on his life which are to be 
allocated to the surviving partners. 

For previously stated, the 
partnership itself as an entity should not 
be a party to the agreement unless in the 
state in question the courts have upheld 
the validity of such an agreement in 
which the partners are really on both 
sides of the agreement or unless in such 
state the separate entity of the firm is 
recognized to this degree by statute. But 
if the transaction is to come under 736, 
the obligations must be carried out by 
the partnership. 


reasons 


If the partners want the results to be 
free of Section 736, then the agreement 
should be a crisscross purchase agree- 
ment. Here the policies may be owned 
by the partners other than the insured. 
But if there are five partners, this re- 
quires 20 policies. This not only means 
too many policies, but it may make it 
impossible to use larger policies which 
have reduced premiums when premiums 
are graded by size of the policy. 

It is possible to let the partners other 
than the insured be owners as joint and 
survivor owners, thus reducing the num- 
ber of total policies to five. This plan 
does not appear to be widely used, al- 
though it is both possible and practical. 
It is also possible to place ownership 
in a trustee, or trustees, who may be 
one or more of the partners, thus using 
only five policies. It may be possible to 
let the partnership be the owner and 
let the partners other than the insured 
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be the beneficiaries. It might possibly be 
argued that the partnership provided 
the consideration and that the trans- 
action was really a Section 736 trans- 
action based on a step or indirect ap- 
proach argument. However, this seems 
remote. And if it is desired to let the 
partnership hold title, it can be made 
clear by agreement that the cash values 
and the proceeds belong to the partners 
other than the insured as individuals 
and that the partnership neither has 
nor claims any interest or right therein. 
However, such an agreement, although 
binding among the partners, might raise 
questions among creditors, if there were 
any objecting creditors. A safer arrange- 
ment would be to hold title as joint 
tenants to have title in a trustee or 
trustees if the crisscross plan is to be 
used. Where there are only two part- 
ners, A may own the policy on the life 
of B, and B may own the policy on the 
life of A and there is no problem. 

The proper use and ownership of the 
life insurance becomes important when 
the various tax results that have been 
discussed are considered. For example, 
if in a professional partnership it is 
desired to use Section 736(a), and pro- 
vide for guaranteed payments, the poli- 
cies should be owned by the partnership 
and payable to it either in a lump sum 
or in installments if the issuing insur- 
ance company will permit the use of 
settlement options, or certain of them, 
by the continuing partnership. 

As indicated, the estate of the deceased 
partner need not and usually should not 
have any interest in the proceeds of 
the policy on his life or in the values of 
the other policies as such. Such ques- 
tions may be taken care of under the 
purchase price formula or agreement 
used. te 


New decisions 





Final year’s income reportable on sale 
of partnership interest (Old Law). ‘Tax- 
payers sold their partnership interests 
in December, 1951, except for certain 
receivables. However, they did not re- 
port as ordinary income the earnings of 
the partnership up to the date of sale. 
This, the court holds, they must do. 
[There is a split of authority on this 
point under the 1939 Code. The 1954 
Code specifically requires income to 
date of sale be treated as ordinary.—Ed.| 
Martin, DC Wash., 4/2/59. 


Recent EPT cases 


THE VOLUME OF EXCESS profits tax de. 
cisions is slowly dwindling. During the 
past few months there have been a 
few higher court decisions on procedural 
matters and the IRS, apparently as 
part of its campaign to appeal or 
acquiesce in practically all Tax Court 
decisions, has issued several acquies- 
cence or non-acquiescence announce- 
ments. 

The IRS announced its non-acquies. 
cence in a Tax Court decision (Mer- 
cantile National Bank at Dallas, 30 TC 
84) which held that a bank need not 
include, in excess profits net income, 
income from the recovery of debts 
previously written off. Taxpayer was a 
bank employing the reserve method of 
accounting for bad debts. It computed 
its excess profits net income by adding 
back to normal tax net income the de- 
ductions which it had taken under the 
reserve method, and deducted actual 
bad debts for each year. This method 
was specifically allowed by the EPT law. 
The Commissioner contended that the 
bank should have also included in ex- 
cess profits net income the income at- 
tributable to the recovery of debts which 
gave rise to deductions for prior years 
as to which no excess profits tax was 
imposed. The Tax Court held that 
the statute requires no such inclusion. 
Non-acquiescence was announced in the 
IRB 1959-6. 

Another automobile dealership case, 
Harbor Chevrolet Corp., concerned a 
new corporation, organized at the re- 
quest of the car manufacturer to take 
over the franchise of an existing one. 
Both corporations were owned by the 
same interests. The mew corporation 
took over all the operating assets of 
the old except some $125,000 of in- 
stallment receivables. For this reason, 
a district court in California held, 
March 19, 1959, that it did not purchase 
substantially all the assets of the old 
and so did not succeed to its Korean 
EPT credit. 

In a World War II EPT case, the 
1959, affirmed 
the Tax Court’s holding in General 
Retail Corporation that 


Sixth Circuit, January 2, 


ne w-corpora- 


tion status was not available to a new 
subsidiary saying that the Code required 
that the life of the parent must be 
added to the life of the subsidiary in de- 
termining whether the subsidiary quali- 
fied as new. Applying this test, taxpayer 
failed to qualify. * 
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s ie sections; author index, and will in January and July include a 
r 


rs tNERAL—BOOKS 
L win J W ed., 1958 Major Tax Plan- 
sing, Matthew Bender Co., (Albany, 


+ 958) $14.50. Papers delivered at the 
University of Southern California 
rt %hool of Law Annual Institute on 
Federal Taxation. 
‘kin 8 A & Beck D, Tax Avoidance 


. Tax Evasion, The Ronald Press 
“ * “(New York, 1958), 220pp, $10 
$8.50 on subseription) (Tax Prac- 
“tioners Library). Features charts of 











yf woidance techniques litigated and 
findings. 
d Leman, R S, Arms Length Trans- 
utions. The Ronald Press Co., (New 
ig York, 1958) 169pp. $10.00. (Tax 
% Practitioners Library). Features 
“i harts setting forth taxpayer’s argu- 
e ments in each case opposite the find- 
al man RS, Sound Business Purpose, 
The Ronald Press Co. (New York, 
cd 58), $10.00. (Tax Practitioners Li- 
rary). Features charts setting forth 
N. sxpayer’s arguments in each case 
pposite the finding 
le thon J J, Ed., Working with the Rev- 
ve Code-1958, American Institute of 
< PAs (New York, 1958), 238pp. Com- 
t- nents, brought up to date from 
menal of Accountancy Tax Clinic 
h 154-1958. 
tgoomery’s Federal Taxes, The Ron- 
rs i Press Co. (New York, 1958), 
pp, $25.00. Clear and concise ex- 
as anation by taxpayers of national 
, PA form for business managers and 
at ovestors as well as professional tax 
n. selman R, Alexander’s Federal Tax 
1e mdbook, The Michie Co. (Char- 
ttesville, 1958) 126ipn. $20.00 
bikin & Johnson, Current Legal 
rms with Tax Analysis, Matthew 
e, ender & Co., (New:,York) 4 vol., 
ose-leaf) $75. Legal forms, with 
a ecial emphasis upon; the alternatives 
3 etated by tax saving opportunities: 
c ers partnerships, employment and 
ke mpensation, corporate -organization, 
e of goods, business and stock sales, 
e, edit and finance, estate plans,: wills 
oi will clauses, husband and wife, 
he ists, charities. 
ma, D J, Assignment of Income, 
on The Ronald Press Co. (New York, 
of 58), 13lpp, $10 ($8.50 on subscrip- 
n) (Tax Practitioners Library) 
n- arts of justification of attempted 
signments and findings 
n, * Major Income Tax Act—Law 
i Explanation, Commerce Clearing 
d, House (Chicago, 1958), 128pp, $1.50 
rporation 1959 Filled-in Tax Return 
se rms for 1958 Income, Commerce 
Id aring House (Chicago, 1958), 56pp 
un dual’s 1959 Filled-in Tax Return 
| rms for 1958 Income, Commerce 
aring House (Chicago, 1958), 
‘pp $1.00 
he Neral Taxes 1959, Commerce Clearing 
house (Chicago, 1958), 1,248pp $17.50 
ed Ideas Manual, Prentice-Hall, (Fn- 
al sewood Cliffs) 1958, 1280pp 
pexes 
fa- wlidated Index to proceedings of 
New York University Institute on 
Ww eral Taxation, 5th through 16th. 
of wnks and Company, (Albany, 1958), 
upp. 
e mulative Index 1948-1958 Tax In- 


tutes University of Southern Cali- 
le- mia School of Law on Major Tax 

anning, Banks and Company, (AlI- 
li- any, 1959). 


oe OUNTING—BOOKS 
pafield H & Griesinger F K, Sale- 
sv easebacks and Leasing in Real Estate 


Equipment Transactions, Mc- 











of names and addresses of all publishers whose material is in- 
xed. References which are removed after six months will ultimately 


published in pamphlet form, cumulating for several years. 


Graw-Hill (New York, 1958), 107pp, 
$15.00. Business, tax, legal and ac- 
counting factors analyzed 

Oehler C, Lawyers Accounting Hand- 
book, Matthew Bender & Co., (New 
York) 1 vol., $15. 

Peel Jr., Fred W, Consolidated Tax Re- 
turns, Callaghan & Co. (Chicago, 
1959) $20. 

Stanley, New Rapid Tax Depreciation: 
How to Uae It Profitably, Prentice- 
Hall (Englewood Cliffs) 


ACCOUNTING—ARTICLES 


Advantages and disadvantages of ac- 
crual, installment, completed contract, 
percentage of completion methods for 
individuals and corporations, Schan 
W A NYU17thInst, p241, 12pp 

Code standards for determining period 
over which improvements to renew- 
able lease may be amortized, analyzed. 
Problems in application foreseen, 
Lurie A 11JTAX22, July59, 4pp 

IRS errs in position that cancellation 
of a leasehold produces ordinary in- 
come if property has been sublet: Tax 
Court decision in Metropolitan Build- 
ings analyzed, criticized, Rubin R, 
10JTAX334, June59, 3pp 

Survey of recent developments in areas 
where tax and commercial account- 
ing differ; consideration of under'ving 
causes for divergence. Emery W M 
NYUI17th Inst, p183, 26pp 

change of method 


Changes made before and after 1954; 
the 1958 law; current status of volun- 
tary changes and those reauired by 
the Commissioner, Holzachuher C Jr 
NYU17thInst, p249, 8pp 

tax benefit rule 

Tax saved by deduction is not added to 
tax in year of recoverv: income must 
be increased, 10JTAX337, Apr59, Ip 


ALIMONY 


IRS announces it will separate identifi- 
able child support from alimony, 10 
JTAX184, Mar59, Ip 


ANNUITIES 
Intra-family sale of assets for an an- 


nuity seen as saving tax; income, 
estate, gift tax treatment of each 
party analyzed, McG'veran BS & 
Lynch W_ B, 13CLUJ14, Winter58, 


12pp; 10JTAX322, June59, 5pp 


CAPITAL GAINS AND LOSSES 

What, is sale? Cases on cancellations, 
extinguishments, collected & analyzed, 
Levy-P A, 10JTAX212, Mar59, 5pp 


COLLECTION OF TAXES 
liens 


Summary of ABA recommendations for 
legislative changes, Baldinger M I, 
26JBADCo1142, April59, 5pp 

ABA recommends changes in priority 
of Federal tax liens, 10JTAX228, Apr 
59, 3pp 

transferee liability 

Decision in Stern approved as giving a 
definite standard, Hill W C NYUI17th 
Inst, p25, llpp 


COMPENSATION 


Explanation of the spreadback for long 
term services compensated in large 
part in one year; law, rulings, cases, 
Bonagura R F, 107J Account57, Mar 
59, 6pp 

Survey of typical provisions in employee 
savings and investment plans: tax 
aspects covered briefly, Harvey W N, 
98Tr&Est92, Mar59, 3pp 

Popular forms of deferred compensation, 
eapital gain opportunities through 
stock options and handling reimbursed 
expenses. Practical, refers to SEC, 





rUMULATIVE INDEX TO CURRENT TAX LITERATURE 


other legal problems, Mirandy S F, 
40LRB&MJ50, 13pp 


Practical questions and answers on 
what to include in an insured de- 
ferred compensation agreement, 


Thornburg J F, 10JTAX171, Mar59, 


pp 
Restatement of ‘principles underlying 


reasonable compensation cases, 
Graichen R E NYU17thInst, p117, 
8pp 

CORPORATIONS-——-BOOKS 


Anthoine R, Corporate Tux Election to 
Pass Income and Loss to Shareholders, 
Practicing Law Institute (New York, 
1958) 44pp, $2. Analysis by 11 
lawyers presented at October 1958 
forum, as revised by the editor 

Anthoine R & Stinson G, Tax-free Ex- 
changes, Practicing Law Institute 
(New York, Rev. 1959) 118pp. $2 

Holland, Daniel M, The Income-Tazx 
Burden on Stockholders, Princeton 
University Press (Princeton, 1958), 
241pp, $5.00. 

Surrey S S, Income Tax Problems of 
Corporations and Shareholders, The 
American Law Institute (Philadelphia, 
1958) 74pp. This annual report of 
the American Law Institute tax pro- 
ject sets out the current tentative 
views of the ALI tax staff on changes 
that are needed in taxation of corpo- 
rate distributions, terminations, re- 
organizations, loss-carryovers, multi- 
ple corporations, attribution rules, 
debt financing. 

Lore, M M, Thin Capitalization, The 
Ronald Press, (New York, 1958) 
261pp, $10.00. (Tax Practitioners Li- 
brary). Features charts setting forth 
the factual situation in each case 
and taxpayer’s argument against the 
finding. 


CORPORATIONS—ARTICLES 


buy-sell agreements 

Practical summary of the tax status of 
a corporate buy-sell agreement for a 
small business today, Buschmann Jr., 
CS & Carr Jr... J R, 45ABAJ292, 
Mar59, 3pp 

Tax Court seen diluting benefits of new 
burden-of-proof rules; discussion of 
the immediacy test, acceptable pur- 
poses for surplus, problems in con- 
trolled corporations, the effect of re- 
demption of minority and majority 
interests; planning to avoid 531 
troubles, Weithorn Stanley S NYU 
17thInst, p299, 28pp. 


collapsible 

Mills Committee advisory group pro- 
posals, as revised, present funda- 
mentally new rules very wide in scope 
and uncoordinated. Rejection and 
further study urged, Sugarman N A, 
10JTAX273, May59, 4pp 

Regulations analyzed, criticized as un- 
warranted, Wilkins T M TulTaxInst 
511, 1958, 29pp 

Tax Court definition of substantial part 
in Kelley case analyzed; conflict with 
CA-3 in Abbott noted; result ques- 
tioned as outside spirit of statute, 
Hewitt J, 11JTAX10, July59, 4pp 


dividends 


Effect on earnings and profits of dis- 
tributions not in liquidation. Analysis 
of changes in the statute and detailed 
consideration and criticism of present 
rules. Urges more consideration of 
economic realities and accounting con- 
cepts. Discussion of problems when 
stockholders sell the dividend prop- 
erty; inventory and non-inventory 
property dividends; appreciated and 
depreciated property, the tax and 
basis rules, Block N NYU17thInst, p 
267, 32pp 

g to tax i to owners 

Distributions by electing corporations 
need careful control, Alkire D L, 10 
JTAX132, Mar59, Ip 

Exposition of the law, rulings (prior to 
proposed Regulations) pointing out 
uncertainties and ambiguities likely to 
result in litigation. Scholarly, exten- 
sively footnoted to legislative history, 
Anthoine R, 58ColLR1146, Dec58, 50pp 

Accounting options of new corporation 
reason for incorporating partnership 
and electing, Butler S D, 10JTAX134, 
Mar59, Ip 

Consideration of advantages and dis- 
advantages, Kidenberg N, 29NYCPA 
266, Apr59, 8pp 

Law summarized, Hayden M F, 22Conn 
CPA7, Mar59, 5pp 

Advantages and disadvantages of an 
election; proposed Regulations an- 


lorti 





alyzed, criticized, Mickey P F & Wal- 
lick R D, 10JTAX268, May59, 6pp 

List of danger spots and IRS interpreta- 
tion as shown by proposed regula- 
tions, Peel F W, 10JTAX357, June59, 
Ip 

Practitioners at hearing object to pro- 
posed regulation barring election to 
liquidating corporation; royalties issue 
raised, 11JTAX13, July59, 2pp 

Summary of law; consideration of inter- 
relation with other sections, especially 
collapsibles, liquidations, thin incor- 
poration 33StJLR187, Dec58, 21pp; 
reprinted in part, 10JTAX223, Apr 
59, 2pp 

formation 

Problems in choosing structure; practi- 
cal, thoughtful, comprehensive; cita- 
tions to cases and articles, Helleratein 
J R TulTaxInst416, 1958, 32pp 

preferred stock 


Proposals of advisory group for changes 
in 306 analyzed, criticized, Brooks G 
W, 11JTAX14, July59, 3pp 

redemptions 

After redemption (at reported tax 
value) of close corp. stock to pay 
estate tax (Sec. 203) estate agrees to 
higher estate tax value. What does it 
owe corp? Should more stock be re- 
deemed? Beyond 303 limits? At what 
price? Brief but cogent, Bachrach J, 
107J Account78, March59, 2pp 


Mills Group proposals for changes in 
law analyzed, Donaldson J B & 
Hobbet R, 10JTAX222, Apr59, 2pp 

Holsey decision disapproved; courts 
should consider motives in redemp- 
tion to prevent avoidance in close 
corporations, 12VandLRev505, March 
59, 8pp 

reorganization 

Methods of achieving a tax free acquisi- 
sition of all the assets of a less-than- 
wholly-owned-subsidiary, Donnelly T 
J, 37Taxes203, Mar59, 6pp 

Meaning of “in pursuance of the plan 
of reorganization” in legislative his- 
tory, cases, Regulations and rulings. 
Despite narrow definition in Regula- 
tions it has been interpreted as in- 
cluding transactions not defined as re- 
organizations but germane to the 
business of one party or effecting a 
readjustment of interests. Develop- 
ment of this concept would, author 
says, make business purpose test un- 
necessary and would clarify boot and 
liquidation transactions connected 
with defined reorganizations. Foot- 
noted to literature and recent pro- 
posals for legislation. Manning E, 72 
HarvLR881, Mar59, 37pp 

Law and proposed revisions in treat- 
ment of debt in corporate amalgama- 
tions; continuity of interest; solely- 
for-stock requirements, Silverman J, 
10JTAX354, Apr59, 3pp 

small business investment companies 

Personal holding company ruled ap- 
plicable to SBICs, 10JTAX142, Mar59, 
Ip 


DEDUCTIONS & EXPENSES—BOOKS 


How To Handle Travel and Entertain- 
ment Expenses to Assure Tax De- 
ductions, The Journal of ‘Taxation, 
(New York, 1958), 64pp, $2.00. Prac- 
titioner’s Guide No. 5. 

Wriggens, J C & Gordon, G B, Repairs 
va. Capital Expenditures. The Ronald 
Press Co. (New York, 1958), 144pp, 
$10 ($8.50 on subscription) (Tax 
Practitioners’ Library). Features 
charts of fact situations and findings 


DEDUCTIONS G EXPENSES—ARTICLES 


Regulations now require capitalization 
of payroll taxes on construction, Hel- 
stein R, 29NYCPA310, Apr59, Ip 

Allowing employee to deduct cost of de- 
fense against rape charge approved; 
cases on crimina! costs analyzed, 34 
NotDamL271, Apr59, 6pp 

advertising 

Treasury plans no change in rules on 
deductions for institutional advertis- 
ing Undersecretary Scribner says, 10 
JTAX217, Apr59, 2pp; similarly 37 
Taxes230, Mar59, 2pp 

employees 

Current cases, typical IRS positions on 
treatment of disallowed employee ex- 
penses, Klett J C Jr. NYU17thInst, 
pl47, 10pp 





illegal 
Close 
present status of limitation on deduc- 
tions of fines and penalties; policy 
and vagueness of standards criticized, 
Crown J H NYU17thInst, p157, 26pp 
medical 


analysis of development and 


Explanation of 1958 change increasing 
limitation for disabled over 65, Groh 
R, 37Taxes335, Apr59, 4pp 

Summary of deductibility of employees’ 
medical expenses and sickness acci- 
dent and health plan costs; cases col- 
lected; problems of the employee 
noted briefly especially in closely held 
corporations, Harris D V Jr. 
17thInst, p207, 2lpp 

travel and entertainment 


Is listing on return necessary if a man 
works for two employers and accounts 
to one but not to the other? Helstein 
R, 29NYCPA309, Apr59, .¥ 


DEPRECIATION—BOOKS 
Brown, E C, Effects of Tazation: De- 
preciation Adjustments _for Price 


Changes, Harvard (Cambéidge, 1952), 
16lpp ‘ 


DEPRECIATION—ARTICLES 


No depreciation in year of sale if it 
brings basis below salvage equal to 
proceeds of sale; CPA analyzes im- 
plications, Boydstun F W, 10JTAX 
162, Mar59, 2pp : 


Treasury policy since 1954; current cases 
on salvage, useful life, Cerny J F, 
211NCPA37, Spring59, llpp 

Salvage, recomputation in year of sale; 
in declining balance method; criticism 
of the IRS positions. Morris W, 39 
LRB&MJ22, Oct-Dec58, Tpp, similarly; 
10JTAX258, May59, 3pp 

District court’s Hertz decision disap- 


proved as overturning’ established 
rules without specific statutory au- 
thorization, 12VandLRev499, March 
59, 4pp 


Lower court Hertz decision criticized; 
denies economically desirable rapid de- 
preciation to short-lived assets, 107 
UPennLR865, Apr59, 7pp 

Treasury may not issue new Bulletin F; 
policy is to stress user’s experience, 
Undersecretary Scribner says, 10 
JTAX216, Apr59, 2pp 

additional first year 

Law explained, Polisher E N & Aaron 
B L, 68DickLR214, Mar59, 5pp 


EARNINGS G PROFITS 


Accountant reviews items included and 
outlines method of working from 
book surplus, Skadden D H, 21Tl1CPA 
37, Winter58, 10pp; similarly 10JTAX 
261, May59, 4pp 


EMPLOYEES 


meals, lodging G moving expenses 

Cases on business headquarters as home; 
the Tax Court temporary versus in- 
definite rule; Peurifoy case criticized 
as not providing answer to unsolved 
questions, 44Cornell LQ270, Winter59, 


pp 

Temporary-indefinite rule unsatisfactory 
and IRS definition of home seen as 
harsh on many trades, 107UPennLR 
871, Apr59, 5pp 


ENTERTAINERS 


Use of deferred compensation, income 
averaging, conversion to capital gains 
to reduce tax on entertainer’s high in- 
come, Kragen A J, 31SoCalifLR390, 
24pp; similarly 10JTAX194, Apr59, 
pp 


ESTATES AND GIFTS—BOOKS 


Beveridge J W, Beveridge Law of Fed- 
eral Estate and Gift Tazation, Cal- 
laghan & Co., (Chicago, 1956-58) 
1544pp, $60.00 

Lasser Institute J K, Estate Tax Tech- 
niques, Matthew Bender & Co., (New 
York) 1 vol., supplemented, (loose- 
leaf) $27.50. Written by 46 authors. 

Lowndes & Kramer, Federal Estate and 
Gift Taxes, Prentice-Hall, (Englewood 
Cliffs) 

Michaelson A M, Income Taxation of 
Estates and Trusts, Practicing Law 
Institute (New York, 1959) 86pp, $2 

Wormser R A, Wormser’s Guide to 
Estate Planning, Prentice-Hall Inc., 
(Englewood Cliffs, N.J., 1958) 167pp, 
$4.95. Written for the client. 

Spinney W R, Estate Planning—Quick 
Reference Outline, 6th Edition, 1958, 
Commerce Clearing House, (Chicago, 
1958) 96pp, $1.50 (paper cover) 


ESTATES—ARTICLES 


administration 


Executor’s income tax problems espe- 
cially with distribution; cause is taxa- 
tion under trust rules, Capps A T 
TulTaxInst40, 1958, 14pp 


Explanation of 1958 provision for 10- 
year installment payment of tax; in- 
terrelation with Section 303; ambigui- 
ties in law pointed out; comments of 
lifetime planning to use the privilege, 
Kalish R H, 113JTAX48, July59, 
5pp 

Income tax effect of distributions of 
corpus during administration; results 
under present law meticulously an- 
alyzed and compared with Advisory 
Group proposals; effect of proposed 
extension of separate share rule to 
estates; limitation on installment pay- 
ments; treatment of additional pay- 
ments required by state law on de- 
layed legacies, Casner A J, 38TrustB 
63, Mar59, 14pp 

Careful planning of the time of distribu- 
tion can shift income tax among 
estate itself and beneficiaries and into 
different taxable years; preliminary 
partial distributions may avoid at- 
tribution problems if stock is to be 
redeemed, Cavitch Z, 10JTAX288, 
Apr59, 3pp 

1958 Act explained; installment privi- 
lege, exempt institution annuities, 
etc., Polisher E N & Aaron B L, 63 
DickLR185, Mar59, 10pp 

Preliminary notice, Form 704, required 
if estate exceeds $60,000 should be 
filed if any likelihood estate will reach 
that figure, Tilly V S, 107J Account80, 
March59, Ip 

Street decision that nonadversary pro- 
bate proceeding does not determine 
widow’s marital deduction criticized 
as overlooking distinction between 
nonadversary and collusive proceed- 
ings and inapplicability to property 
decisions. Need for Indiana legislation 
seen, 34NotDamL195, Aprd9, 14pp 


planning 
Trust tax rules provide opportunities 


for savings in dividing property 
rights into present and future in- 
terests; thought-provoking compari- 


sons with tax advantages of insur- 
ance. Lowenhaupt H C, 38TrustB28, 
Jan59, 5pp 

Discussion of typical intra-family trans- 
fers, particularly intervivos, that can 
reduce income taxes for the property 
owner and his family now and in his 
retirement and for the estate and 
heirs after death, Welsch G W, 10 
JTAX144, Mar59, 2pp 


Outline of course at Notre Dame Law 
School, 34NotDamL294, Apr59, 7pp 


EXCESS PROFITS TAX—BOOKS 


Seidman, Seidman’s Legislative History 
of Excess Profits Tax Lawa: 1946-1917, 
Prentice-Hall, (Englewood Cliffs) 


EXCISE TAXES 


Treasury plans no change in rules on 
including co-operative advertising al- 
lowances in excise tax base, Under- 
secretary Scribner says, 10JTAX217, 
Apr59, 2pp 


EXEMPT ORGANIZATIONS—BOOKS 


Doctors’ Offices in Hospital-Financed 
Buildings, Foundation for Manage- 
ment Research, Inc. (Chicago, 1958), 
40pp. Warning that such offices create 
dissension among doctors, antagonize 
possible contributors and endanger 
tax exemptions 


EXEMPT ORGANIZATIONS—ARTICLES 


Proposed Regulations would deny ex- 
emption to “action” organizations, 
limit research exemption unless re- 
sults are given to public, 10JTAX351, 
June59, lp; testimony at hearings, 
11JTAX19, July59, 2pp 

Real estate multiple listing boards now 
taxable, 10JTAX351, June59, 1p 

Widespread use of gifts of remainder in- 
terests may lead to legislation limit- 
ing deduction, 10JTAX315, May59, 1p 

contributions 


Tax saving in making bargain sales of 
appreciated property to charity, 
Schlesinger M R, 10JTAX306, May59, 
2pp 

FARMERS—BOOKS 

Halstead H M, Federal Income Taxation 
of Farmers, Committee on Continuing 


Legal Education, (Philadelphia, 1956) 
129pp, $3.00 


FARMERS—ARTICLES 


Immature animals eligible for capital 
gain, cases analyzed, caution on 
records needed; Lewis case and inven- 
tories of accrual basis farmers ex- 
plained, Bowen W, 10JTAX344, June 
59, 4pp ‘ 

Cases since Lewis limit its application, 
10JTAX182, Mar59, 2pp 

Treasury wants law to limit deductibil- 
ity by co-ops of patronage refunds not 
in cash, 10JTAX303, May59, Ip 


FOREIGN—BOOKS 


Diamond W H, Foreign Tax and Trade 
Briefs, Matthew Bender & Co., (New 
York) 1 vol., (loose-leaf) $50, in- 
cludes service for one year. The tax 
structure of 71 countries. 

International Tax Agreements, Vol. VII, 
Columbia University Press. (New 
York, 1958) 384pp, $2.50, Classified 
chronological listing 

Posner S I & Allan H J, Federal Tazxea 
and Foreign Investments, Public 
Affairs Press (Washington, 1958) 
14pp, 50c. Easy to read; no citations; 
introductory. 

Rado A R, & Uckmar V, The Tax Con- 
ventions Between the United Statea 
and Italy, International Bureau of Fis- 
cal Documentation, (Amsterdam, 
1958), 104pp., $2.50. U.S. lawyer ex- 
plains application to U.S. tax law; 
— lawyer, application to Ttalian 
jaw. 


FOREIGN—ARTICLES 
business 


Advantages and disadvantages of op- 
erating through a foreign subsidiary, 
particularly opportunities for tax de- 
ferment and use of base comnanies: 
comparison with branch and WHTC 
operations, Slowinski W A NYUI17th 
Inst, p331, 18pp 

Problems of operating through at anch 
particularly depletion allowances, use 
of losses; problems with licensing 
and royalties and British and French 
tax credits, Horne W M Jr NYU17th 
Inst, p349, 20pp 

Tax incentives to investment abroad and 
possibility of chanre in law discussed 
in general terms, Mahon J J, 39LRB 
&MJ17, Apr-Jun58, 9pp 

Explanation of tax on foreien business 
thru WHTC, branch. subsidiary. Miles 
J M, 6AYoungJ22, No. 2, Oct58, 8pp 

Rep. Boggs urges new tax incentives 
for foreign business, 10JTAX159, 
Mar59, Ip 


corporation 


New retroactive Regulation requires 
foreign corporation to file return to 
get dividends-paid credit for personal 
holding company tax. Silverstein, L, 
10JTAX244, Apr59, 2pp 


Chief of IRS pension Trust Branch ex- 
plains taxation of distributions to 
foreign service employees, Goodman 
I 11JTAX30, July59, 5pp 

Foreign taxes eligible for credit. taxes 
in lieu; direct credits and credits for 
taxes deemed paid; treaties comnuta- 
tion problems, Hinkel T S NYU17th 
Inst, p391, 34pp 

New reporting requirements on income 
earned abroad by citizens: explanation 
of U.S. and Canadian tax on U. S. 
citizen workine in Canada. Koerner 
W R, 7CanTaxJ43, Jan-Feb59, 4pp 

Boggs bill summarized briefly: 
first industry reaction quoted, 
JTAX160, Mar59, Ip 


Citizens working abroad must now file 
returns, 10JTAX161, Mar59, Ip 

Statutory rules and usual methods of 
reporting foreign income in terms of 
U. S. currency; problems of blocked 
funds and income of foreign branches, 
Munsche R C NYUI17thInst, p425, 
18pp 

taxes 

Credit unused because of operating loss 
ean be carried over, IRS savs in- 
formally, Helstein R, 29NYCPA311, 
Apr59, Ip 


some 
10 


Western Hemisphere Trading Corp 


Comparison with branch and subsidiary 
operation; current problems in nar- 
row Treasury interpretations, Craw- 
ford W W NYUI17TthInst, p369, 22pp 

Law outlined; sales subsidiaries with 
only tax purpose, little activity, 





warned of danger, Fried Ducros 4 
6AYoungJ1, Jul58, '12pp: reprints n't have 
27Controll25, March59, &pp porate office 
Court is age 
FRAUD—BOOKS tity? 10JTA 
Balter, H G, Tax Fraud: Why get. York .¢ 
Practitioner Needs to Know jg pgs ™inin 
tect His Client, The Journal of typ 2, 8% 58¥ 
tion, (New York, 1957) 96pp, gyinedman M 
Articles originally published jj gg Court de 
Journal of Taxation, “Practitin, Non loans P 
Guide No. 3.” shadows tro 
Mortenson, E R, Federal Taz po grance pla 
yee ates Co., Ine, qgaivantage, | 
n ° - 
anapolis, 1958) $12.50. RNAL RI 
FRAUD—ARTICLES 3 Cc 
Comment on recent cases; IRS poh owned th 
Murphy J H NYU17thInst, eal secul 
12pp spection Se: 
Constitutional issues in search and yp !ithInst, P4 
ure as raised in tax cases; des 
by agents, concealment of sasiVENTORY- 
agents, Avakian S NYU IK 
p531, 18pp ion Ads 
Criminal action a collateral estoppd @ yard (Camb 
civil? Cases analyzed; IRS tenis 
to obscure discrepancies in jty OLUNTAR 
worth calculations discussed gs 
portunity for defense, Byer § ype" Regulat 
17thInst, p59, 14pp to land -“ 
Crucial importance of havin ota 
countant assist in defense of { got 
case, especially one based vd 
worth; criticism of courts as ignggSseS 
the ity for ing help 
their narrow privilege holdings: back & « 
cussion of non-tax cases fechanical lir 
Bender L NYU17thInst, p5ll, after chang 
Practical advice to lawyer produce str 
fraud investigations by IRS, Apu minor var 
S TulTaxInst349, 1958, 23pp big, —_ 
Misrepresentation to examining ud den B S, 
carries criminal penalties to tarygeoals of 
and adviser under IRC and jug vised crit 
Statements Statute, Balter H ¢ g/14X277, ] 
JTAX248, Apr59, 2pp holl business 
Comments and suggestions on haniiggplanation ¢ 
a tax fraud case from opening fié Aaron B 
vestigation, Mortenson E R, 3fugl2pp 
275, Mar59, 14pp 












net worth 

Brief comments on items entering j 
net worth, bank deposit computsti 
of income, Smith G A Tu:Taxl 
1958, 17pp 


GIFT TAX 
1958 changes affecting pension 9 


Polisher E N & Aaron B L, ti 
LR194, Mar59, Ip 


INCOME—BOOKS 


Lindsay D A & Burford § F, Item 
Gross Income, Practicing Law 
tute (New York 1958) 72pp $20. 
exposition of the law, footnote 
Code, regulations, cases; cover 


clusions, and income given spetidl me: s 
treatment. fuction for 
INCOME—ARTICLES 2s 


Discharges of indebtedness at « 
count; exceptions to the general 
that it is income; when to elects 
duce basis, Stuetzer H Jr. NYU! 


Inst, p229, 12pp 
Retirement income explained; examjl 
of computation of credit, Gibson (1 
10JTAX327, June59, 5pp 
Teleservice holding, that contribution} 
capital by customers are income, 04 
rules older cases but probably lati 
community contributions still not tig 
able income, 107UPennLR7129, Maiti 
4pp 


importance 
possibilities 
PM, 1958, | 
tural gas; 
production 
hey affect. 
panufactur 
mA E | 








Unions seek test case on strike betliwons and 
in lockout; IRS to request certittis re-estab’ 
on Kaiser case, 10JTAX326, Ju08ynership 
Ip M strip m 

tax benefit rule TAN 

Development of the cases; the statu. 3 
rules, Rich Maurice H NYUItild he pI 

257, 10pp 5 & 
= bn critics 


INSURANCE—BOOKS 


How Federal Taxes Affect Lilt! 
surance and Annuities, 
Clearing House, Inc., (Chicago, ! 
96pp, $1.50 












l) May59, 








INSURANCE—ARTICLES ERSHI 
Current developments; taxation af 
surance companies; pension sohn A 


changes; plans for the self-empgeng Law 
estate tax cases re insured sto¢ 
chase agreements; transferee ls! 
ABA Proceedings1958, Ins,Neg. 
P1483, 26pp 








ros decision (that stockholders 
pri a have insurable interest in cor- 
. e porate officer’s life) mean that Tax 
fourt is again ignoring corporate en- 
tity? 10JTAX304, May59, 2pp 
» York department < insurance 
“arbs minimum deposit plans; popu- 
x4 tax saving method may be ended, 
Friedman M, 11JTAX8, July 59, 2pp 
Court denial of interest ae 
on loans prepaying premiums fore- 
— trouble for bank-financed in- 
Taz Peg surance plans devised to obtain tax 
The, F .ivantage, 10J TAX149, Mar59, 2pp 
NTERNAL REVENUE SERVICE 
sistant Commissioner (Inspection ) 
RS policsh explains the internal audit and in- 


Inst, pu ernal security functions of the In- 
“4 section Service, Trainor H J NYU 


ch and yap 17thInst, p495, 16pp 
3: ~ NYENTORY—BOOKS 


nan P 






What ¢ 
w to P 
al of Tay 
pp, $y 
ed in 
ACtition 





of » 


YUlithivbtters J K, Effects of Taxation: In- 
‘ventory Accounting and Policies, Har- 













estoppd @ yard (Cambridge, 1949), 330pp 
Stender 

in a MOLUNTARY CONVERSION 
sed as 


%.. Regulations and cases applicable 
¥.) land condemnation; IRS policy on 
wverance damages criticized as un- 


ing a @ thorized by law, Miller K, 383NebLR 
se of fn s7, March59, 18pp 

sed on 

as ignorg@QSSES 

ting help 


‘gprybock & carryover 

samechanical limitations on loss carryover 
Ye after change in stock ownership can 
produce strange results. Illustration of 
RS, Ane minor variation in price producing 
pp "4 iirc change in allowable loss, Hel- 
3PP_ Dein RS, 29NYCPA228, Mar59, 2pp 
ry boposals of Mills Advisory Group as 
and ~ wyised criticized, Teschner P A, 10 
er HG qatAX277, May59, 1p 

boll business 

on handigplanation of Sec. 1244, Polisher E N 
ening fie Aaron B L, 63 DickLR202, Mar59, 


R, 31am l2pp 


er handh 


\, GAS AND MINERALS—BOOKS 
heding & Burton, Taxation of Oil and 


entering ig as Income, Prentice-Hall, (Engle- 
COmpULAN vod Cliffs). 
ts: Taxlnstil 


i, GAS AND MINERALS—ARTICLES 


Mring arrangements that will avoid 
spitalizing any of the intangible 
riling expenses; typical agreements 
oi applicable rulings and cases an- 
dyzed, Birmingham J F NYUI17th 
nst, p461, 12pp 

balysis of recent cases on capital 
'Gnin on assignment of in-oil rights, 
ig Law liishoenbaum S NYU17thInst, p443, 
2pp $2: Spp 

factors in organizing a new oil 
tilling venture: corporation or part- 
srship; Subchapter S election; de- 
ition for intangibles; locked in de- 
ction, Appleman F B, 10JTAX242, 
Mar59, 2 






ension pla 
B L, 





5; 
en specia @ 





88 at 8 Geral lease brokers; tax problems, 
e general specially “pool of capital’ concept, 
to elect importance of records, capital gains 
Jr. NYUGpusibilities, Hughes A E TulTaxInst 


M4, 1958, 20pp 
ned; examM@tural gas; typical arrangement in 
t, Gibson @oduction and processing and how 


Pp hey affect depletion; current cases on 
ontribution@manufacturing vs. processing, Aik- 
> income omen A E NYU17thInst, p473, 10pp 


probably ital gains in minerals; sale, lease, 

s still no signment income; cases analyzed; 

LR729, MeMhitstions to literature, Jewett R K 
lTaxInst264, 1958, 37pp 

strike betnons and Huss cases analyzed; seen 

juest certetiis re-establishing the importance of 

1 X326, Jum mership of mineral; consideration 





{strip mining contracts that will 
w depletion to stripper, Sneed J T 
JTAX2, July59, 5pp 

















3; the statu, a - 
NYU’ tx problems of investor; various 
pierests explained; cases, IRS posi- 
critically analyzed; comprehen- 
ie, clear, Stroud E B TulTaxInst192, 
8, 54pp 
fiect L * 'P and how deduction is allowed for 
ies, Vor J rthlessness. Criticism of Treasury 
(Chicago, "Bsition on some items seen as invalid, 
len C W and Ryan W M, 10JTAX 
May59, 5pp 
_ , BINERSHIPS—BOOKS 
taxation of 
pension mohn A J B, Partnerships, Prac- 
e self-emplgeing Law Institute, (New York, Re- 
ured stock peed to October 1958) 108 pp, $2.00. 
nsferee listilie P., Federal Income Taxation of 
Ins,Neg,Almginerships, Little Brown & Co., 
“ston, 1952) 469pp, (with 1957 








bound supplement’, $25.00. Unfor- 
tunate that this fine text was not 
revised to include the 1954 Code. The 
separate volume makes correlation of 
old and new cumbersome. - 

Willis, Handbook: of Partnership Tazxa- 
tion, Prentice-Hall, (Englewood Cliffs, 
1957) 585pp, $15.00. The author was 
chairman of the advisory group on 
Subchapter K (partnerships) ap- 
pointed by the House ays and 
Means Subcommittee on Internal Rev- 
enue Taxation. 


PARTNERS & PARTNERSHIPS— 
ARTICLES 


Advisory Group member explains pro- 
visions needing change and illustrates 
the group’s proposals, McDonald D, 
10JTAX152, Mar59, 3pp 

Income and estate tax on payments be- 
cause of disability, retirement or 
death of a partner; examples, Mac- 
Kay H M, 13CLUJ53, Winter58, 37pp; 
similarly 11JTAX54, July59, Tpp 


PENSION AND PROFIT-SHARING 
PLANS—BOOKS 


Rice L L, Basic Pension 
Sharing Plans, Committee on Con- 
tinuing Legal Education (Philadel- 
phia, 1957) 148pp, $3.00 

Pension and Profit-Sharing Plans and 
Clauses, Commerce Clearing House, 
(Chicago, 1958) 464pp, $9.00. Clauses 
and complete texts of actual plans. 


PENSION & PROFIT SHARING PLANS— 
ARTICLES 


Chief of the IRS Pension Trust Branch 
explains qualification of trust for for- 
eign service employees, Goodman I, 
11JTAX30, July59, 5pp 

Trustman gives arguments against al- 
lowing insurance companies to act as 
trustees for plans, Bronston C P, 38 
TrustB1ll, April59, 9pp 

Thoughtful and penetrating analysis of 
the policies underlying tax-favored de- 
ferred compensation plans; points out 
the undesirable business effect of cur- 
rent law and Regulations; urges ordin- 
ary and necessary test only for deduc- 
tions, limitations of capital gain on 
distribution, correlation of estate and 
income tax on survivorship annuities, 
attention to economic effects of tax- 
free status of trust earning; exten- 
sively footnoted to law and literature, 
Sporn A D, 14TaxLR289, Jan59, 32pp 


PERSONAL—BOOKS 


Casey W J, Mutual Funds and How to 
se Them, Institute for Business 

Planning, Inc. (New York, 1958), 
215pp, $12.50, Emphasis on family 
and small-corporation financial and 
tax planning 

Vernon W, Vernon LM, & Keebler S E, 
Federal Income Taxation of Individ- 
uals, Committee on Continuing Legal 
Education, (Philadelphia, 1955) 150 
pp, $2.50 

Everyday Tax Planning to Increase the 
Family’s Spendable Income, The Jour- 
nal of Taxation, (New York, 1956) 
144p, $2.95. Practitioner’s Guide No. 
2. 


and P’rofit- 


Tax Angles for Homeowners, Commerce 
Clearing House, (Chicago, 1957) 64pp, 
$1.00 


PERSONAL HOLDING COMPANIES 


Original issue discount is probably in- 
terest for purpose of computing PHC 
income, Helstein R S, 29NYCPA232, 
Mar59, Ip 

Recent cases and rulings, Janin H Tul 
TaxInst482, 1958, 29pp 


POLICY—BOOKS 


Blough, The Federal Taxing Il’rocessa, 
Prentice-Hall, Englewood Cliffs 

Holland D M, The Income Tax Burden 
on Stockholders,—A study by the Na- 
tional Bureau of Economic Research, 
New York, (Princeton, 1958) 24lpp, 
$5.00. 1940-52 statistics examined to 
compare actual with burden if corpo- 
rate earnings were taxed directly to 
stockholders. Burdens computed at 
various stockholder income levels and 
with varying portions of corporate 
tax passed on through higher prices. 

Lent, G E, A Tax Program for Small 
Business, The Amos Tuck School of 


Business Administration, (Hanover, 
1958) 28pp, (bulletin- -free) 
POLICY—ARTICLES 


A philosophic review of the methods the 
courts and Congress use in limiting 





tax avoidance consideration of literal 
interpretation of law; difficulties of 
tests based on intent; the importance 
of form, Blum W J, 8UofChiLSRec4, 
Autumn58, 7pp; similarly 10JTAX300, 
May59, 3pp 

Changes in business taxation urged, 
Mosher R G, 10JTAX168, Mar59, 3pp 


PROCEDURE—BOOKS 


Casey LF, Casey*Federal Tax Practice, 
Callaghan & Co., (Chicago, 1955) 
1951pp, (Cumulative Pocket Parts— 
annually) $80.00 

Goodrich E J & Redman L, I’rocedure 
Before the Internal Revenue Service, 
Committee on Continuing Legal Edn- 
eation, (Philadelphia, 1957) 205pp, 
$3.00 

Lore, How to Win a Tax Case, Prentice- 
Hall, (Englewood Cliffs) 

Keir L E, The Preparation and Trial of 
Cases in the Tax Court of the United 
States, Committee on the Continuing 
of Legal Education, (Philadelphia, 
1955) 

When You Go to the Tax Courts; Pro- 
cedure and Practice, Commerce Clear- 
ing House, Inc., (Chicago, 1957) 
316pp (paper cover), $4.00 


PROCEDURE—ARTICLES 


Ass’t Chief Counsel, Litigation, explains 
IRS civil litigation policies, Hertzog 
R P, 10JTAX295, May29, 4pp 

Inconsistency in IRS regions in com- 
puting interest and allowing install- 
ment payments when corporation files 
estimate and tax is higher, Mandell 
H M, 29NYCPA146, Feb59, 5pp; 10 
JTAX358, June59, 1p 

Effect on tax controversies of state 
court action; legal theories; cases col- 
lected; desirability of bringing state 
actions; collusive and nonadversary 
proceedings; consideration of under- 
lying judicial policies, Berger A L 
NYUl17thInst, p87, 29pp 

Explanation of the law; some recent 
eases, Sarner L, 5PracLaw69, Jan59, 
15pp; similarly 11STAX35, Tpp 

Former IRS trial attorney comments on 
administrative, pre-trial and trial 
techniques for the practitioner; warn- 
ings of common errors at each step, 
Pesin E NYU17thInst, p37, 22pp 

Policy underlying Flora decision (pay- 
ment required before refund suit) 
disapproved; need for legislation seen, 
12VandLRev502, March59, 4pp 


REAL ESTATE—BOOKS 


Anderson P E, Taz Il’lanning of Real 
Estate, Committee on Continuing Le- 
gal Education, (Philadelphia, 1957) 


RETIREMENT CREDIT 


Retired person allowed credit for pen- 
sions may find that receipt of Social 
Security is not tax-free; it may cause 
loss of retirement credit, Halsey C, 
107J Account78, March59, 1p 


RETURNS 


IRS dissatisfied with some handwritten 
reproduced returns; requirements re- 
viewed, 10JTAX187, Mar59, lpp 


SALES TAX—BOOKS 


Due J F, Sales Taxation, The Univer- 
sity of Illinois Press, (Urbana, 1957,) 
396pp. $5.75. US, European, British 
Commonwealth sales taxes described; 
policy and administrative problems 
analyzed. 


SELF-EMPLOYED RETIREMENT 


American trust officer sees ultimate pas- 
sage of Jenkins-Keogh law and wide- 
spread use of its provisions, Bliss C 
M, 38TrustB33, March59, 4pp 

Canadian trust officer explains extent of 
use of Canadian pensions for the self 
employed, which is quite similar to 
proposed Jenkins-Keogh plan, Coate 
J F, 38TrustB30, March59, 3pp 

Explanation of provisions of the 1959 
Simpson-Keogh Bill, Polisher C K, 37 
Taxes321, Apr59, 8pp 

American trust officer discusses invest- 
ment, operating problems of banks 
accepting deposits of deductible re- 
tirement allowance under proposed 
Jenkins-Keogh bill, Toupin A V, 38 
TrustB76, Mar59, 5pp 


STATE AND LOCAL—BOOKS 


Hanczaryk E W & Thompson J H, The 
Economic Impact of State and Local 
Taxes in West Virginia, West Vir- 
ginia University, (Morgantown, 1958). 








Authors conclude that the state is be- 
low average in ability to pay taxes, 
but does not collect what it could; 
reliance on sales and excise called too 
heavy and property taxes foun’ in- 
equitable. 

Morton W A, Housing Taxation, The 
University of Wisconsin Press, (Madi- 
son, 1958) 280pp, $4.75. 

Stuetzer, H. Jr., Massachusetts Taxation 
of Corporations, Little, Brown & Co., 
(Boston, 1956) 125pp, $3.25. By a 
practicing accountant, partner in Ly- 
brand, Ross Bros. & Montgomery. 


STATE AND LOCAL TAXES—ARTICLES 


Selecting state of incorporation; tax, 
other legal factors: law in all states 
noted, Dederick C G TulTaxInst372, 
1958, 44pp 


State and local taxes seen as usually not 
a large cost of doing business and 
not an important factor in location 
decisions, Thompson W R, 11JTAX 
44, July59, 3pp 

income taxes 

N. Y. unincorporated business tax can 
be reduced by operating as partner- 
ship, making contributions through 
business, etc., Brent P D, 29NYCPA 
189, Mar59, 5pp 

Notes on New York law: deducting 
additional NY tax after audit; NY 
follows 337 IRC; tax savings possible 
on subsidiary interest to parent; re- 
minder on filing schedules with 3CT; 
how to handle foreign income tax, 
Budik F M, 29NYCPA291, Apr59, 1p 

Full allowance for proprietor’s service 
for NY unincorporated business tax 
in first or last business year seems to 
be permitted, Friedman P, 29NYCPA 
215, Mar59, 1p 

Non-resident member of non-resident 
partnership planning to move to New 
York should choose date of transfer 
carefully, Friedman P H, 29NYCPA 
213, Mar59, Ip 


Real estate corporation may be re- 
classified for NY franchise tax if it 
becomes inactive or makes loans to 
stockholders, Friedman P H, 29NY 
CPA213, Mar59, Ip 

Rental property treated by New York 
as a capital asset, Friedman P H, 29 
NYCPA214, Mar59, 1p 

Changes in New York income tax laws 
in 1959 explained, Horowitz M, 10 
JTAX367, June59, 2pp 


Common errors in first and last Con- 
necticut returns by businesses, Miller 
R D, 22 ConnCPA16, Mar59, 2pp 


Explanation of new withholding system 
in NY, Ress S S, 29NYCPA304, Apr 
59, 2pp 

Arguments for and against state with- 
holding; review of some studies of 
experience in withholding states, 10 
JTAX176, Mar59, 4pp 

Policy in allowing Federal tax as a 
deduction in computing state taxes, 
11JTAX46, July59, 1p 

Provisions of Massachusetts regulation 
under new law requiring withholding, 
37Taxes344,Apr59, 6pp 

inheritance tax 

Mississippi estate tax, as revised in 
1956, Stone J, 30MissLJ165, Mar59, 
8pp 

interstate commerce 

Georgia Tax official hails Stockham de- 
cision as fair but sees n for uni- 
form allocation law, Cox F L, 37Taxes 
299, Apr59, 3pp 

Former Massachusetts tax commissioner 
warns at Senate hearing that per- 
mitting states to tax income of inter- 
state business will result in double 
taxation due to overlapping allocation 
formulas, Dane J, Jr., 10JTAX362, 
June 59, 3pp 

Recent case on state taxation of multi- 
state business; state programs of tax 
incentives to attract industry sur- 
veyed, Friou R E TulTaxInst540, 1958, 
16pp 

Legal nature of interstate truck re- 
ciprocity agreements, Kranitz T M, 
15JMoB140, Mar59, 6pp 


Westinghouse Tax counsel, at Senate 
hearings, tells of its costs in comply- 
ing with state and local taxes, Kust 
L E, 10JTAX365, June59, 2pp 

Kentucky tax commissioner tells Senate 
hearing he expects to see progress in 
developing uniform income allocation 
formulas, Luckett J E, 10JTAX365, 
June59, Ip 


Businessman at Senate hearing says he 





expects high compliance costs as states 
move to tax interstate commerce, Reed 
C H, 10JTAX3864, June59, Ip 

Brief comments on effect of recent 
Supreme Court decision permitting 
state taxation of interstate commerce, 
10JTAX284, May59, 2pp 

Economist discusses need for uniform 
methods of state taxation to reduce 
compliance costs; property and pay- 
roll are valid, sales are invalid meas- 
ure of source of income, Harriss C L, 
87Taxes327, Apr59, 5pp 

Attorney who argued Northwestern 
States case reviews background, prior 
litigation, foresees burdens on inter- 
state commerce unless fair allocation 
formulas are required, Maun J A, 
10J TAX280, May59, 5pp 

Supreme Court upholds state tax on in- 
come of out-of-state company engaged 
in interstate commerce, 10JTAX232, 
Apr59, 4pp 

property taxes 

Detroit keeps card index of sales in- 
formation to aid in assessment, 


Tamblyn W, 25Assessors’NL27, Mar 
59, lp 

Description of how split level homes 
are assessed, 1CRinAssessAdmin27, 
Mar59, lp 

Pennsylvania city reappraised by out- 
side consulting firm, 1CRinAssess 


Admin26, Mar59, 1p 
Summary of recommendations of Cali- 


fornia Committee on Assessment 
Practices, 25Assessors’NL28, Mar59, 
Ip 

sales tax 


Effect on Pa. sales tax on transactions 
stradling date of adoption of new Pa. 
commercial code, Del Duca L F, 63 
DickLR253, Mar59, llpp 


STOCK MARKET OPERATIONS 


Wash, short sales, options, rights, iden- 
tification problems, etc., analytical, 
comprehensive, Dixon A J TulTaxInst 
556, 1958, 60pp 


TAX COURT 

Pre-trial techniques; practical comments 
on stipulation and settlement proced- 
ure, Lentz B V NYU17thInst, p125, 
10pp 

Former trial attorney for chief counsel 
discusses post-trial settlement and 
motion procedure, Whitman J I NYU 
17thInst, p135, 12pp 


TAX PRACTICE—BOOKS 


Boughner J L, Tax Planning & Fee 
Setting for Profitable Law Practice, 
The Journal of Taxation, (New York, 
1958) 110pp, $8.00. Looseleaf, in- 
cludes periodic revisions. 


TAX PRACTICE—ARTICLES 


Leading practitioner forthrightly dis- 
cusses his answers to specific ethical 
problems arising in tax practice; ad- 
vice on proposed transactions, intent, 
records; errors on tax returns and 
duty to divulge; litigation problems in 
facts or cases unknown to the Gov- 
ernment; fraud cases; private interest 
vs. public responsibility, Darrell N 
NYU17thInst, pl, 24pp 

Simple accounting system for lawyer’s 
office; cases on typical deductions men- 
tioned, Erbacher P J, 15JMoB112, 
Mar59, 4pp 

Income and estate tax consequences of 
typical disposition of practice of de- 
ceased partner in accounting firm; 
single practitioners also considered, 
Palm A O, 21ICPA48, Spring59, 9pp 

Comment by lawyer-CPAs on proposed 
Code of Conduct limiting dual prac- 
tice, 10JTAX377, June59, 3pp 

Summary of authority unenrolled per- 
son to represent taxpayer for whom 
he prepared return, 10JTAX201, Apr 
59, 3pp 

Text of joint statement by NY State 
Bar and NY CPA Society forming 
committee to investigate violations of 
Nationa! Conference statement on 
proper tax practice for each profes- 
sion, 10JTAX186, Mar59, 2pp; also 
printed in 29NYCPA95, Feb59, 5pp 

TIMBER—BOOKS 

Falk, Jr.. H W, Timber and Forest 
Products Law, Howell-North Books. 
Berkeley, Calif., 1958). Price, $7.50. 


TIMBER 


Discussion, written as though between 
tax expert and timberman, on how to 
run business to assure capital gain; 


safe methods; debatable IRS  posi- 
tions, Briggs C W, 10JTAX236, Apr 
59, 4pp j 

Law and Regulations applicable to 
eapital gains from timber explained, 
13ArkLR40, Winter58-59, llpp 


TRUSTS—BOOKS 


Kennedy L W, Federal Income Taxation 
of Trusts and Estates, Little, Brown 
& Co., (Boston, 1948) with 1953 sup- 
plement. 837pp. $20.00. This is the 
text on the subject; thorough, com- 
prehensive. 

Nossaman W L, Trust Administration 
and Taxation, Matthew Bender & Co., 
(New York) 2 vols., (loose-leaf) 
$42.50. 

Olson R L & Gradishar R L, Saving In- 
come Taxes by Short Term Trusts, 
Prentice-Hall, (Englewood Cliffs, 
1956) 203pp, $7.50. Exposition of 
Code; examples. 

Tweed H & Parsons W, Lifetime and 
Testamentary Estate Planning, Com- 
mittee on Continuing Legal Educa- 
tion, (Philadelphia, 1955) 


TRUSTS—ARTICLES 


Practical and tax considerations in 
choosing among the three types of 
trusts for contributions to minors 
which trusts are eligible, entirely or in 
large part, for the annual gift tax 
exclusion, Branscomb Jr., H, 37Taxes 
231, Mar59, 9pp 

Mills group proposals for changes an- 
alyzed, Craven G, 10JTAX204, Apr59, 
4pp 

Treatment of credit for capital gains 
tax paid by regulated investment com- 
pany by trust holding shares; com- 
putation of distributable income, Hel- 
stein R S, 29NYCPA230, Mar59, 2pp 

Tax, legal, practical aspects of family 
trusts; personal aspects of trusts for 
pensions, deferred compensation, busi- 
ness life insurance; recent cases, legis- 
lation discussed; references to texts 
and recent articles; comprehensive, 
clear, Lentz H T TulTaxInst64, 1958, 
124pp 


New Regulation adopts rule that 
whether income of a trust after 
termination but before final distribu- 
tions is taxable to the remaindermen 
depends on state law. Inequities of 
the old rule and implications of the 
new analyzed, Somers H P, 10JTAX 
208, Apr59, 2pp 


Summary of the most important Ad- 
visory Group proposals with com- 
ments expressed at the hearings by 
the Treasury and by practitioners, 
Stevens W K, 10JTAX370, Juneb59, 
6pp 

short term 


Accumulating capital gains for another 
beneficiary will save income tax on 
grantor, but raises gift tax problems, 
Helstein R, 29NYCPA311, Apr59, 2pp 


UNEMPLOYMENT TAXES 


Review of cases on whether unemploy- 
ment benefits should be denied a 
worker who quits before a scheduled 
lay-off, 10JTAX246, Apr59, 2pp 


VALUATION 


Thoughtful comments on fundamental 
techniques; factors influencing courts; 
sees need for reasoned analysis in de- 
cisions rather than arbitrary findings, 
Gordon E L NYU17thInst, p73, 14pp 


CASES DISCUSSED 


Articles discussing extensively a tax 
case are indexed below. The first word 
in each item below is the name of the 
case, the second word the major sub- 
ject heading under which the article 
is indexed, the third word the minor 
heading, and the fourth word (italicized) 
is the first word of the index entry of 
the article containing the discussion. 


Abbott—corp, coll—tax 
Auto Club of Mich.—acc, accr—analysis 


Babcock’s Estate—est, admin—Street 
Barker—oil, gas and min—analysis 
Bausch & Lomb—corp, reorg—methods 
Bazley—corp, reorg—meaning 

Beacon Brass—fraud—misrepresentation 
Beacon Publishing—acc, accr—analysis 
Becher—corp, reorg—meaning 
Blair—procedure—effect 


Blumenthal—trusts—tax 
Bodkin—fraud—constitutional; 
Breitfeller—corp, acc erngs tax—tax 
Brennen—procedure—explanation 
Brodson—fraud—comment; crucial 


com. 


Brown Wood Preserving—timber—dis- 


cussion 


Carter—farm—cases, immature 
Casale—insurance—does 

Choate—oil, gas and mineral—tax 
Clark—ded & exp—allowing 
Cohn—depreciation—no, salvage, Treas- 





ury 

Costello—fraud—comment 
Crowell Land—oil, gas and min—an- 
alysis 


Cuba Railroad—inc—Teleservice 


Davis—oil, gas and mineral—when 
Detroit Edison—inc—Teleservice 
Ducros—insurance—does 


Eisinger—alimony—I/RS 

Elbe Oil Land—oil, gas & min—an- 
alysis; Parsons 

Elia—farm—cases 
Emmons—insurance—T az 
Evans—depreciation—Treasury 


M. Fine & Sons—procedure—exrplana- 
tion 

Fisher—trusts—practical 

Flora—procedure—policy 

Fox—farming—immature 

Frost—farm—cases 

Frueler—procedure—e fiect 


Gallagher—est, admin—Street 
Gariepy—fraud—crucial 

Gooch Milling—procedure—explanation 
Gowans—oil, gas & min—analysis 


Hancock—farming—immature 

Harmon—oil, gas and mineral—when 

Harvey W N—comp—survey 

Hedberg-F riedheim — corp, 
tax—tax 
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Lake—oil, gas & min—analysis 
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Lipshitz—fraud—constitutional 
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Penn Needle—corp, acc erngs tax—tax 

Peurifoy—employees, m, l&m — cases, 
temporary 
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com — 
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Sensenbrenner—trusts—practical 
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37—inc—retirement 
108—ine—discharges 
178—acc—code 

213—d&e, medical—explanation 
269—losses, carry—proposals 
269—losses, carryback—legislating 
303—redem—after 


305—corp, pref stock—advisory 
306—corp, pref stock—proposal; 
311—corp, div—effect 
312—corp, div—effect 
332—corp, reorg—methods; 
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368—corp, reorg—meaning, metho 


381—losses, carryback—legislatiyg 
382—losses, carry—proposals 
382—losses, carryback—legislatiry 
48l—acc, change—changes 
545—foreign, corp—new 
614—oil, gas & minerals—whey 
641—trusts—new 

661—est, admin—income 
662—est, admin—income 
663—est, admin—income 
673—trusts—practical 
736—partners—income 


761(a)—oil, gas and mineral—surry ' 


911—foreign, inc—new 
1033—oil, gas and mineral—when; jy 
conv—law 
1301—comp—ex planation 
1311—procedure—ez planation 
2503—trusts—taz; practical 
6012—foreign, inc—new 
6166—est, admin—explanation 


REVENUE RULINGS DISC 


Articles containing extensive disc 
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number is that of the ruling; refer 


are as in cases and Code sections sy 


54-548—oil, gas and mineral—ta 
56-436—oil, gas and mineral—whe 
67-346—oil, gas and mineral—capitd 
58-337—trusts—practical 
§9-3—tax prac—summary 
59-4—tax prac—summary 

IT 3930—oil, gas & mineral—suny 
IT 3948—oil, gas & mineral—surny 
IT 4006—oil, gas & mineral—sury 
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Alkire—D L—corp, elect—distribut 
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tax 
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tional 
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n M F—corp, electing—law 
J L—pensions & prof—bank 
stein J R—corp. form—problems 
tein R S—losses, carryback—me- 
cal; pers hold co—original; trusts 
reatment; ded & exp, the—is; regu- 
s; foreign, taxes—credit; trusts, 
t term—accumulating 
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t J—corp, coll—tar 
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change 
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Lurie A—acc—code 


MacKay H M—partners—income 
Mahon J J—foreign, bus—tax 
Manning E—corp, reorg—meaning 
Maun J A—s&l, Interstate—attorney 
McDonald D—partnership—advisory 
Mickey P F—corp, elect—advantages 
Miles J M—foreign, bus—explanation 
Miller K—inv conversion—law 
Miller R D—s&l—ine tax—common; acc, 
accr—accrual 
Mirandy S F—comp—popular 
Morris W—deprec—salvage 
Morteson E R—fraud—comment 
Mosher R G—policy—changes; 
tax—explanation 
Munsche R C—foreign inc—=statutory 
Murphy J H—fraud—comment 


foreign 


Neely F T—corp, elect—dangerous 
Nelson R E—ine—tazation 


O’Conner J V—s&l, 


Palm A O—tax practice—income 

Peel F W—corp, elec—list 

Pesin E—procedure—former 

Polisher C K—self-employ—exrplanation 

Polisher E N—est, admin-——1958; gift 
tax—-1958; losses, small bus—explana- 


inc—analysis 


tion; depreciation, add'l first year- 
law 
Reed C H—s&l,inter comm—bus/ness- 
man 


Ress S S—s&l, inc—explanation 
Rich M H—inc, tax ben—development 
Rubin R—acce—/RS 

Ryan W M—oil, gas and mineral— 





when 


Sarner L—procedure—explanation 
Schan W A—acc—advantages 


Schlesinger M R—ex org, contrib—tazx 
Schoenbaum S—oil, gas & min—an- 
alysis 


Silverman J—corp, reorg—law 

Silverstein L—foreign, corp—new 

Skadden D H—earn & prof—accountant 

Slowinski W A—foreign, business—ad- 
vantages 

Smith G A—fraud, net worth—brief 

Sneed J T—oil, gas & minerals—Par- 
80ns 

Somers H P—trusts—new 

Sporn A D—pension & prof—thoughtful 

Stevens W K—trusts—summary 

Stone J—s&l, inh—Mississippi 

Stroud E B—oil, gas and 
survey 

Stuetzer H Jr.—ine—discharges 

Sugarman N A—corp, coll—Mills 


Tamblyn W—s&l, 


mineral— 


ine tax—common 
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The first entry below is the abbreviation 
used in the subject index; the second is 
the full name of the publication, and the 
last is the name and address of the 
publisher. The publications listed below 
are those added to the index since the 
last prior listing, in the January 1959 
issue. 


ABALabor—American Bar Association, 
Labor Relations Section, 1958 Pro- 
ceedings, American Bar Center, Chi- 
cago 37, Ill. 

AlaLR—Alabama Law Review—School 
of Law, University of Alabama, Uni- 


versity, Alabama 
BarNotes—North Carolina Bar Assoc., 
( BA) 709-11 Capital Bldg., Ra- 


leigh, North Carolina 


BB—Bar Bulletin—N. Y. County Law- 
yers Assoc., 14 Vesey Street, N. Y., 
™ 


Bklyn B—Brooklyn Bar Association 
123 Remsen St., Brooklyn 1, N. Y. 


BrooklynLR—Brooklyn Law Review 
375 Pearl Street, Brooklyn 1, N. Y. 


BullnterFiscal — Bulletin for Interna- 
tional Fiscal Documentation—Amster- 
dam, Herengracht, 196 

BusLaw—The Business Lawyer 
of Corporation, Banking & 
Law of ABA Assoc. 1155 E. 
Chicago 37, Ill. 


-Section 
Business 
60th St., 


CalifLR — California Law Review 
School of Law, University of Cali- 
fornia, Berkeley, Calif. 


Chi-KentLR—Chicago-Kent Law Review 
—10 N. Franklin St., Chicago, Il. 
ConnCPA — Connecticut CPA — 
Whitney Ave., New Haven, Conn. 
CRinAssessAd—Case Reports in Asses- 
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sors Administration—National Asso- 

ciation of Assessing Officers, 1315 

East 60th St., Chicago 37, Il. 
GaBJ—Georgia Bar Journal — Georgia 


Bar Association, Macon,*Georgia 
GWashLR — George Washington Law 
Review—George Washington Univer- 
sity School of Law, Wash. 6, D. C. 
HowardLJ — Howard Law Journal - 
Howard University, School of Law, 
Washington 1, D. C. 





MercerLR—Mercer Law Review—Wal- 
ter F. George School of Law, Macon, 
Georgia 

NCCPAMonthLet—North Carolina CPA 
Monthly Letter—North Carolina As- 
sociation of CPAs, 204 Lennox Bldg., 
Chapel Hill, N. C. 

NowestULR—Northwestern University 
Law Review—Northwestern Univer- 
sity, School of Law, Chicago, IIl. 

NYU1i7th Inst—New York University 
17th Annual Tax Institute—Matthew 
Bender & Co., Albany 1, N. Y. 

OregLR—Oregon Law Review — Uni- 
versity of Oregon, Eugene, Oregon 

O&GTaxQ—Oil and Gas Tax Quarterly 
—Matthew Bender & Co., Albany 1, 
NM. Ee 

OregSTaxB—Oregon State Tax Com- 
mission Bulletin—Tax Education Sec- 
tion, State Tax Commission, Salem, 
Oregon 

PhilLJ—Phillipine Law Journal—Col- 
lege of Law, University of the Philli- 
pines, Diliman, Quezon City, Philli- 
pine Islands 


RutgersLR — Rutgers Law Review — 


Rutgers University, 53 Washington 
St., Newark 2, N. J 
STexLJ—South Texas Law Journal— 


South Texas College of Law, 1600 

Louisiana St., Houston 2, Texas 
TaxFoundTR—Tax Foundation’s Tax 

Review—30 Rockefeller Plaza, N. Y. 


36, N. Y¥. 

TulTaxInst—Seventh Anual Tulane Tax 
Institute — Bobbs-Merrill Company, 
Inc., Indianapolis, Ind. 


UofChiLSRec — University of Chicago 





Law School Record, University of 
Chicago, Chicago 77, Ill. 

UDetLJ University of Detroit Law 
Journal—University of Detroit, 651 
E. Jefferson St., Detroit 26, Mich. 

UMiamiLR—University of Miami Law 
Review—University of Miami, Coral 
Gables, 46, Florida 


UPennLR—University of Pennsylvania 


Law Review—University of Pennsyl- 
vania Law School, 3400 Chestnut St., 
Phila. 4, Pa. 


VaLW—Virginia Law Weekly—Univer- 


sity of Virginia, Clark Hall, Char- 
lottesville, Va. 
VandLRev—Vanderbilt Law Review— 


Vanderbilt University, School of Law, 






































R K—oil, gas and mineral Teschner P A—losses, carryback—pro- JMoB—The Journal of the Missouri Nashville 5, Tenn. 
pital , posals , Bar—223% E. High Street, Jefferson WashULQ—Washington University Law 
eschner R R—corp, close—review City, Mo Quarterly — Washington University 
R H—est, admin—explanation Thornburg J F—compensation—practi- Sis : : : oo : hago : 4 
. KansCityBJ—Kansas City Bar Journal School of Law, St. Louis, Mo. 
C Jr—ded & exp, emp—cur- cal ansCityBJ—Kansas City Bar Journa : t 
Tilly V S—est admin—preliminary —Kansas City Bar Association, 909 W ayneLR—Wayne Law Review—Wayne 
r W R—foreign, inc—new Toupin A V—self-emp retire—American Waltowner Bldg., Kansas City, Mo. State University, Law | Schoo]—5229 
n A J—entertainers—Use Trainor H J—IRS—aasistant KenLJ—Kentucky Law Journal—Col- Cass Ave., Detroit 2, Mich. 
T M—s&l, inter com—legal Lame lege of Law, University of Kentucky, WesternRLR Western Reserve Law 
E—s&l, inter comm—Westing- be aad ee ee are Lexington, Kentucky Review—The Press of the Western 
>a lll —— corp, oe one LRB&MJ—Lybrand, Ross Brothers & Reserve University, Cleveland 6, Ohio 
n G J—corp, buy-sell—buy-sel! Wellen C W—oil, gas and mineral Montgomery Journal (name being W isc LR—Wisconsin Law Review—Law 
B V—tax court—-pre-trial when changed to Lybrand Journal) —Ly- School of the University of Wisconsin, 
H T—trusts—tax Welsch G W—estates, planning—discus- brand, Ross Brothers & Montgomery, Madison, Wisc. 
P A—capital gains—-what sion 90 Broadway, New York WyoLJ—Wyoming Law Journal—Uni- 
haupt H C—est, plan—trust Whitman J I—tax court—former MassLQ—Massachusetts Law Quarterly versity of Wyoming, School of Law, 
tt J E—s&l, inter com—Kentucky Wilkins T M—corp, collap—regulations —15 Pemberton Sq., Boston 8, Mass. Laramie, Wyoming. 
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Alexander’s Federal Tax Handbook is designed as a reference text for the experienced 
practitioner as well as the general practitioner who must file occasional tax returns. It is the 
only complete one-volume reference text on all Federal taxes, including income, estate, gif 
social security, withholding, excise and miscellaneous taxes. While the more specialized phase 
of the tax law are discussed, the emphasis in the new Alexander’s Federal Tax Handbook 
been placed on such routine business transactions as real estate matters, sales of business, for 
mation and liquidation of partnerships and corporations, the drawing of wills, administration of 
estates, and the new, important 1958 law permitting small business corporations to be taxed as 
partnerships. * * * This 1959 Edition is available on thirty-day approval basis. Order yo 
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PRICED AT — $20.00 
THE MICHIE COMPANY 


Charlottesville, Virginia One volume of text and business problems 


Please send me copies of the 1959 Edition of I 1 R d . 
Alexander’s Federal Tax Handbook at $20.00 each. nterna evenue Co e in separate volume 


() Send on approval. | understand that | may return the Specimen Forms 
book if | am not fully satisfied. 


Nome co THE MICHIE COMPANY 


Firm 
Law Publishers 
Address 


City Zone State : CHARLOTTESVILLE, VIRGINIA 





oe 














